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Volume  85,  Pago  6851,  line  14  ot  soq  should  road  as 

follows: - 

THE  CHA.IRI1IAN:  Hy  prosont  viow  is  that  a  static 

rate  base  is  tho  proper  thing,  that  is  my  prosont  viow,  Ur* 
Harvio* 

MR.HARVIE:  Wo  will  not  disagree  with  your 

prosont  view  then  bo cause  it  is  our  submission  that  it 
should  bo  that* 
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VOLUME  86 
Friday, 

June  14th,  1946  , 

MR.  MCDONALD:  Mr,  Chairman,  yesterday  when  we  closed 

I  had  been  dealing  with  the  submission  made  by  Mr.  Zinder 
with  regard  to  elasticity  of  demand  in  the  consumer  market 
of  Calgary  for  gas,  and  I  had  referred  to  the  evidence,  the 
conclusion  that  he  had  reached  with  regard  to  domestic, 
commercial  and  industrial  classifications.  And  then  I 
asked  at  page  4946,  (Volume  63),  I  asked  Mr.  Zinder  if  he 
could  express  an  opinion  as  to  the  price  to  which  gas  could 
be  raised  in  Calgary  before  it  became  competitive  with  coal 
and  his  statement  is  this  : 

"Based  upon  this  study,  it  would  be  my  opinion  that 
the  price  of  gas  for  domestic  use  might  be  increased 
to  as  much  as  33  cents  or  even  higher  without  apprec¬ 
iably  affecting  the  total  use  of  gas,  particularly 
for  heating  for  domestic  service.  For  commercial 
use,  my  opinion  would  be  that  the  price  might  be 
increased  to  that  level  or  perhaps  a  bit  higher  and 
with  th  e  sane  expected  conclusion,  that  the  total 
volume  of  use  per  customer  would  not  vary  materially. 
And  then  Mr.  Steer  interjected: 

"By  ’’that  level"  you  mean  33  cents?" 

And  Mr.  Zinder  states; 

"Yes,"  the  33  cents.  "With  regard  to  industrial  use, 

I  do  not  know  that  I  can  express  an  opinion.  I  think 
that  would  require  a  little  more  detailed  study  of 
this  classification  of  customers.  My  general  con¬ 
clusion  would  be  that  some  increase  would  be  possible 
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”and  that  is  based,  as  I  stated  here,  largely  on  the 
relationship  of  Rate  Number  4>  which  is  shown  on 
Chart  No.  3,  and  when  the  price  of  coal  is  competitive, 
the  price  of  coal  on  an  equivalent  basis  adjusted  for 
efficiency.  How  much  and  at  what  point  of  use  the  rate 
may  be  increased  to  this  class  of  customer  without 
affecting  consumption,  I  am  not  prepared  to  say.” 

I  submit,  Mr.  Chairman,  that  Mr,  zinder 
is  positive  in  regard  to  Ihe  Two  first  classifications  but 
he  could  not  arrive  at  a  definite  conclusion  in  regard  to 
the  third,  but  said  there  is  in  respect  to  some  proportion 
of  the  customers  room  for  an  increase. 

THU  CHAirMAN :  My  recollection  is  that  the  33  cents 

was  the  domestic  rate. 

MR.  MCDONALD:  Domestic  and  commercial.  Mr.,  Steer 

brought  that  out  by  his  interjection. 

Mr,  Zinder  was  cross-examined  at  very 
considerable  length  and  I  do  think  his  cross-examination 
emphasized  some  points.  At  page  5033  (Volume  63)  Mr.  Zinder 
emphasized  that  besides  the  question  of  raising  the  price, 
there  are  many  other  features  which  influence  the  elasti¬ 
city  of  demand  such  as  temp er  ature ,  depression,  value  of 
money  and  general  conditions  in  the  vicinity  in  which  the 
gas  is  sold. 

At  page  5038,  he  emphasized  the  view 
that  with  prices  back  at  the  1939  figure  and  when  coal 
prices  were  higher  than  in  1939,  gas  would  still  bo  sold 
in  comparable  quantities.  In  other  words  if  we  returned 
to  the  33  cent  price  as  at  this  date,  with  coal  prices 
higher  than  they  were  in  1939,  his  view  would  be  that 
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there  would  be  no  loss  in  total  consumption  by  the  consumer. 

THE  CHAIRMAN:  There  is  no  evidence  is  there,  Mr.  McDonald 

with  relation  to  the  point  of  saturation  or  the  degree  of 
saturation  of  gas  used  in  Calgary  when  the  price  was  33  cents 
as  compared  with  the  percentage  of  saturation  when  the  price 
was  25  cents? 

MR.  MCDONALD:  Yes,  in  Mr.  Zinderfs  statement  that  I 

read  into  the  record  yesterday,  he  points  out  that  the  sat¬ 
uration  in  1939  when  the  price  was  33  cents  was  approximately 
87%  in  domestic  and  in  the  same  neighbourhood  in  the  com¬ 
mercial  and  with  the  lowering  of  the  price  he  points  out  that 
the  saturation  has  not  changed  hardly  at  all.  phat  is 

j  ■»  *’  n 

deductable  from  the  Exhibit,  from  the  schedule  to  his  sub- 

i 

mission,  I  think  it  is  schedule  4,  I  will  check  it. 

THE  CHAIRMAN:  It  does  not  matter,  Mr.  McDonald.  If 

the  evidence  is  there  I  wi  11  discover  it  sooner  or  later, 

i 

MR.  McDONAID :  That  is  Appendix  No.  2  to  Mr.  Zinder’ s 

submission  in  regard  to  elasticity.  I  think  I  have  some 
further  references  in  Mr.  Brownie’s  evidence  to  that  point 
which  I  will  be  noting  for  you. 

Mr.  Zinder  also  filed  Exhibit  138  showing 
sales,  total  sales  broken  down  into  classes  and  the  average 
rate  received  by  the  G-as  Company  from  1921  to  1944,  He 
points  out  that  between  1921  and  19  22,  sales  went  down  9l$ 
with  an  increase  of  26-?$  in  the  average  rate.  But  revenue 
actually  went  up  15%.  As  between  1920  aid  192  4  the  average 
domestic  rate  increased  from  35,02  to  46  cents,  which  is 
an  increase  of  35%  but  the  sales  in  that  period  actually 
increased  44%  and  the  revenue  of  the  company  actually  in¬ 
creased  by  90%.  New  Mr.  Zinder  refers  to  this  fact  because 
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it  illustrates  that  there  are  many  other  factors  which 
influence  the  relationship  between  consumption  besides 
price  itself.  I  think  it  is  fair  to  point  out  that  during 
that  period  from  1921  to  1924  there  was  a  state  of  uncertainty 
of  supply  and  the  affairs  of  the  Gas  Company  were  more  or 
less  in  a  state  of  transition.  It  was  not  until  after  1924 
to  1926  that  an  assured  supply  was  available  and  the  Gas 
Company’s  business  was  on  what  we  might  call  an  even  keel. 

But  it  does  show  that  there  are  many  factors  that  influence 
consumption  besides  price. 

Mr.  Zinder,  at  page  5209  (Volume  65) 
referred  to  the  fact  that  in  Pittsburgh,  where  coal  sales 
at  a  comparable  m.  c.  f.  price  to  gas  at  26.8  and  gas  actually 
is  selling  at  60  cents,  that  the  gas  at  60  cents  still 
maintains  a  market  saturation  of  some  15$. 

THE  CHAIRMAN:  But  that  is  largely  convenience  use, 

Mr.  McDonald. 

MR.  MCDONALD:  I  would  agree  with  that,  that  is  largely 

the  convenience  use  and  possibly  the  use  is  in  specialized 
installations  and  with  people  who  can  afford  that  type  of 
thing.  But  it  also  indicates  that  price  is  not  the  con¬ 
trolling  factor  in  every  instance. 

Now  Mr.  Brownie  filed  Lxhibit  137  which 
he  entitled  "Future  Market  as  Related  to  Gas  Rates",  and 
that  was  directed  to  the  same  problem  as  that  dealt  with 
by  Mr.  Zinder.  His  submittal  is  made  at  page  5079  of  the 
record,  (volume  64).  Now  he  lists  seven  -  I  might  suggest 
this  that  the  purpose  behind  this  submission  is  to  consider 
what  would  happen  if  the  rates  should  increase  and  Mr.  Brownie 
sets  out  that  domestic  consumer  will  tend  to  use  less  gas 
as  the  rate  increases,  because  it  will  cause  consumers  to 
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take  immediate  steps  to  offset  the  increase  in  expenditure 
by  decreasing  the  consumption.  Secondly,  many  people  will 
make  every  effort  to  adjust  consumption  to  fit  the  new  rate 
rather  than  permit  an  increased  expenditure  for  gas  to 
encroach  on  other  budget  items.  Thirdly »  other  sources  of 
heat  will  be  more  closely  competitive  and  in  some  oases  more 
economical.  I  submit  his  first  too  items  no  doubt  would  be 
applicable  but  they  would  be  more  or  less  of  a  temporary 
nature  and  as  soon  as  the  consumers ’  budget  has  been  adjusted 
then  the  tendency  would  be  to  obtain  comfort  and  make  use  of 
gas  to  the  quantity  desired,  without  regard  to  price.  In 
other  words,  co nvenience  wi  11  override  increased  price. 

Now  with  regard  to  the  more  economical 
substitutes,  shall  we  say,  Mr.  Brownie  enlarges  on  the  methods 
which  he  thinks  the  domestic  consumer  would  use  such  as  house 
installations,  secondly  by  the  installation  of  new  and  more 
efficient  appliances,  thirdly  by  more  careful  control  of  gas 
consumption,  fourthly  by  greater  use  of  auxiliary  electrical 
appliances,  such  as  toasters,  waffle  irons,  coffee  makers, 
etc,  Fifthly,  any  rate  increase  will  adversely  affect  the 
Gas  Company’s  public  relations  and  sixth,  by  replacing  gas 
ranges  with  electric  ranges  and  seventh,  by  replacing  gas 
fired  central  heating  equipment  with  coal  fired  equipment. 

Now  what  appeals  to  me  in  regard  to  these 
seven  items,  Mr.  Chai  iman,  is  this,  that  of  the  seven,  five 
involve  expenditures  of  real  money  and  some  of  them  very 
substantial  items.  All  of  them  require  the  scrapping  of 
their  present  investment.  In  other  words,  Mr.  Brownie’s 
submission  is  that  the  customer  will  go  out  and  spend  money 
in  order  to  save  money.  But  I  suggest  to  you  that  before  a 
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customer  will  spend  money  to  save  money,  he  will  analyze 
the  relationship  of  the  expenditure  to  the  saving.  In 
other  words,  if  it  costs  him  two  or  three  hundred  dollars 
to  replace  his  furnace  in  order  to  save  $10.00  a  year  in  his 
gas  rate,  or  $15.00  a  year  even  in  his  gas  rate,  it  is  obvious 
he  would  have  to  live  20  to  30  or  40  years  in  order  to  make 
up  the  difference  and  make  it  a  profitable  transaction. 

MR.  RSNHRTY:  He  might  think  he  was  getting  10$  on  his 

money . 

MR.  MCDONALD:  The  same  applies  to  the  gas  range  and 

the  same  applies  to  the  house  installations. 
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Nov;  dealing  with  commercial  sales  at  page  5090, 

Volume  64,  Mr.  Brownie  lists  ten  items  in  which  the  consumption 
may  go  down,  mostly  by  installation  of  new  equipment  and  the 
replacement  of  obsolete  equipment  with  up-to-date  equipment. 

The  same  remarks  to  savings  on  the  bill  as  to  the 
capital  expenditure  apply  in  regard  to  these  installations. 

Now  Mr.  Brownie  sets  out  in  Appendixes  5  and  6, 
certain  graphs  dealing  with  sales  of  power  in  the  Portland 
area,  and  the  sales  of  manufactured  gas  in  Massachusetts. 

Now  I  submit,  Mr 'Chairman,  that  those  graphs  come  in  the  same 
category  as  the  schedules  2,  3  and  4  of  Mr • Zin der 1 s ,  with 
regard  to  tho  price  of  gas.  They  are  an  attempt  to  relate 
experiences  in  othe.  areas  to  what  may  happen  in  this  area. 

With  regard  to  the  graph  referring  to  the  State  of 
Massachusetts  it  strikes  me  that  it  is  a  graph  dealing  with 
a  variation  in  price  from  91  cents  per  li.C.F.  to  (J2.00  per 
M •  C  . F .  The  annual  expenditure  by  the  customer  is  only 

^31.00.  Now  I  suggest,  Mr.  Chairman,  that  is  simply  for  the 
sale  of  gas  for  heating,  or  for  cooking  rather,  and  I  suggest 
too,  that  that  would  be  cooking  mostly  of  a  very  limited  nature, 
and  I  think  there  is  very  little  comparison  between  that  situation 
and  what  we  have  here,  where  the  entire  gas  sales  are  in  the 
neighbourhood  of  30  cents  per  M.C.F.,  the  basis  used 
for  heating  and  in  very  large  quantities,  comparatively. 

With  regard  to  the  power  administration,  -  the 
graph  regarding  electrical  consumption,  I  do  not  go  into  that. 

I  do  not  intend  to  go  into  and  analyse  the  graph,  but  I  submit 
that  it  is  a  very,  -  it  is  a  graph  attempting  to  cover  the 
whole  United  States  and  while  it  might  indicate  a  trend,  it 
is  not  of  specific  use  in  individual  cases.  A  perusal  of 
the  graph  would  show  that  the  points  taken  are  selected  from 
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a  number  and.  that  a  number  of  points  very  close  to  those 

selected  indicate  something  quite  opposite  to  what  the  graph 
as  a  whole  represents.  In  other  words,  it  might  be 

applicable  to  a  nation  as  a  whole  but  not  to  this  particular 
area  • 

Now,  Mr*  Brownie  sets  out  in  Appendix  7  the 
variation  between  the  average  annual  not  revenue  per  customer 
in  Calgary,  and  the  Edmonton  G-as  Company,  between  1929  and 
1944.  Now,  the  purpose,  or  the  conclusion  which  Mr,  Brownie 
drew  from  this  Appendix  was  that  the  total  bills  or  the  total 
amount  expended  for  gas  remains  the  same,  -  I  am  sorry,  that 
the  tendency  on  the  part  of  the  customer  is  to  pay  out  the 
same  amount  of  money  for  gas  regardless  of  the  price. 

Now,  on  cross-examination,  Mr*  Brownie  was 
faced  with  an  analysis,  a  specific  analysis  of  the  table, 
and  he  definitely  admitted  at  page  5155,  Volume  64,  that 
the  Appendix  7  could  just  as  well  justify  -  just  as  well  as 
justify  his  statement  that  consumption  remains  the  same 
whatever  the  rate,  could  as  well  justify  that  the  total  bills 
remain  the  same.  No,  pardon  me,  Mr* Chairman,  I  will  get 
that,  yes,  the  question  is: 

TfQ,  Would  it  surprise  you  that  the  application  of 

statistical  methods  to  your  figures  in  Appendix 
7  leads  to  this  conclusion,  that  there  is  just 
as  much  justification  for  the  statement  that 
consumption  remains  the  same,  vh at  ever  the  rate, 
as  there  is  for  the  conclusion  that  total  bills 
remain  the  same  notwithstanding  rate  variations?*7 

And  Hr.  Brown ieTs  answer: 

UA  It  would  not  surprise  me  at  all,  Mr*  Chambers. 
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,T  I  would  not  attempt  to  make  an  analysis  of 
that  kind  myself  from  these  figures.” 

And  the  analysis  was  submitted  to  Mr.  Brownie  and  subsequently 
he  agreed  that  that  was  the  case. 

Now,  I  just  mention  that,  Sir,  to  show  the 
danger  of,  to  show  that  that  particular  statement  of' his  will 
or  can  be  read  to  the  support  of  Mi.Zinder's  conclusion  up  to 
at  least  a  price  of  3b  cents,  as  using  it  for  the  purposes  for 
which  Mr*  Brownie  did. 

Now,  dealing  with  Saturation.  Mr.  Brownie, 
at  page  5129,  Volume  64,  agrees  that  there  is  an  exceptionally 
high  percentage  of  saturation  of  the  available  #bhsiness  in 
Calgary.  The  only  homes  that  are  not  served  are  those  not 
available  to  gas  lines. 

At  Page  5130,  Volume  64,  he.  points  out  that, 
despite  efforts  of  the  coal  operators,  the  market  has  been 
maintained  and  increased  sinoe  1936  at  considerably  higher 
prices  than  presently  are  being  charged  for  the  gas. 

Now  dealing  specifically  with  some  of  the  items 
mentioned  in  this  Exhibit,  at  page  5139,  Volume  64,  Mr. 

Brownie  admits  that  he  does  not  know  whether  coal  burners 
had  ever  been  used  in  this  localtiy  or  that  the  coal  was 
suitable f  and  he  refers  only  to  an  analysis  of  the  Sales 
Statement  setting  out  the  suitability  of  the  appliances  as 
claimed  by  the  manufacturers. 

At  page  5152  he  points  out  that  the  Massachusetts 
situation  of  manufactured  gas  is  different  from  in  Calgary. 

Now  at  page  5156,  Volume  64,  he  was  specifically 
asked  that  if  the'  2  cent  reduction  which  was  made  in  February, 
1943,  was  restored,  would  he  consider  that  consumption  would 
decrease  to  the  extent  that  the  total  revenue  of  the  Company 
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would  be  impaired  and  he  was  of  the  opinion  that  he  would  not 
go  that  far. 

I  oite  that  to  show,  Hr*  Chairman,  that 
despite  the  pessimistic  tone  of  Mr .  Brownie  Ts  submissions, 
that  he  is  not  applying  his  pessimistic  approach  to  the 
increase  of  2  cents,  at  least. 

Now  in  conclusion,  Mr.  Brownie Ts  submission 
leads  to  this  conclusion,  that  any  gas  rate  increase  will 
have  a  cyolic  effect  on  decreased  consumption,  based  on  the 
fact  that  consumers  will  replace  gas  burning  equipment  with 
coal  firing  equipment,  and  that  the  total  economy  effected 
by  the  use  of  coal  firing  equipment  will  not  justify  their 
installation.  I  asked  him  that  specifically  at  the  conclusion 
of  his  evidence  on  his  Appendix  No.  4. 

In  the  Appendix  No.  4,  and  that  is  his  appendix 
in  which  Mr,  Brownie  deals  with  comparative  prices  of  coal 
and  gas  in  quantities  applicable  to  commercial  rates  only. 

He  starts  with  1000  M.C.F.  to  300,000  M.C.F.  and  he  specifically 
admitted  that,  at  page  5139, Volume  64,  Appendix  4  applies  to 
high  load  customers  above  domestic  size  only.  Therefore,  my 
conclusion,  and  which  conclusion  I  invite  you  to  draw  from 
his  statement,  Mr*  Chairman,  is  that  with  regard,  only  to 
those  specific  portions  of  the  commercial  rate  and  the 
industrial  rate  to  which  Mr*  Zinder  must  refer  in  his  exhibit, 
there  is  room  for  an  increase  in  price. 

In  the  final  analysis  Mr*  Brownie  has  arrived 
at  exactly  the  same  point  that  Mr .  Zind  er  did,  and  doing  so 
he  relates  and  applies  his  real  reason  not  on  the  original 
demand  position,  but  on  the  expectation  that  there  would  be 
an  expenditure  of  money  by  present  customers  for  equipment 
to  be  installed  to  obtain  the  more  efficient  and  cheaper 
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fuol  by  the  us o  of  coal. 

Now  it  is  my  submission,  generally,  Mp. 
Chairman,  that  the  twenty  or  so  thousand  customers  of  the 
Gas  Company  are  not  in  any  appreciable  quantity  going  to 
go  out  and  spend  large  sums  of  money  to  effect  those 
economies,  if  only  a  reasonable  increase  in  rate  comes  into 
effect • 


(G6.  to  Page  6964). 
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Now  Mr.  3.  J.  Davies  was  called  for  the 
City.  Mr.  Davies  filed  Exhibit  154  in  which  he  sets  out  state¬ 
ment  of  coal  prices  obtained  by  him  after  checking  with  whole¬ 
sale  and  retail  coal  dealers.  He  then  made  calculations  based 
on  these  prices  applying  efficiencies  as  to  coal  and  gas  based 
on  installations  checked  by  him  in  Calgary. 

Now  at  Page  5792,  Volume  70,  Mr.  Davies 
admits  that  his  conclusions  are  based  on  the  assumption  that 
new  equipment  will  be  purchased  and  placed  in  operation  in 
commercial  buildings  and  then  coal  installations  will  be  com¬ 
petitive  with  gas  installations  as  presently  used. 

I  submit  that  the  final  analysis  of  what 
Mr.  Davies  said  is  this,  that  present  coal  equipment  in  comm¬ 
ercial  buildings  now  being  used  with  gas  fixtures  could  not 
by  a  simple  removal  of  the  gas  fixtures  and  then  the  use  of 
the  same  installations  for  coal  be  called  competitive  with  gas. 
In  order  to  achieve  the  efficiencies  which  he  has  mentioned  in 
his  statement  it  would  require  the  installation  of  entirely 
nevf  equipment  of  a  different  design  and  then  of  course  without 
taking  into  account  any  of  the  conveniences  which  gas  has. 

Now  Mr.  Davies  in  answering  Mr.  Blanchard 
at  Page  5342,  Volume  71,  agrees  that  ten  years  ago  coal  was 
cheaper  than  it  is  today  and  that  gas  is  more  expensive.  He 
explains  the  displacement  of  coal  by  gas  ten  years  ago  by  the 
fact  that  coal  installations  were  not  efficient.  That  returns 
to  my  argument  of  a  moment  ago  that  the  present  installations 
in  those  buildings  would  not.be  more  efficient  now  after  a 
lapse  of  ten  years  of  gas,  and  without  the  expenditure  of  large 
sums  of  money. 
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Now  the  other  party  that  dealt  with  this 
point  was  Mr.  K.  S.  Davis.  He  dealt  with  it  indirectly  in  the 
submission  he  made  in  regard  to  the  price  in  the  field.  He 
stated  that  competition  with  coal  was  not  relevant  to  determine 
the  domestic  price  in  Calgary  for  the  simple  reason  they  are 
not  comparable  in  any  sense  of  the  word. 

At  Page  5460,  Volume  67,  I  submit  that  his 
statement  is  that  in  Calgary,  as  the  domestic  price  of  gas 
started  upward  from  30  cents,  gas  would  begin  to  meet  coal 
competition. Py  the  time  the  price  reached  35  c«nts  the 
competition  would  be  serious  enough  to  give  consideration  to 
it.  I  submit  that  in  Mr.  Davis'  statement  the  domestic  rat© 
can  go  as  high  as  35  cents  before  in  his  judgment  there  would 
be  any  appreciable  loss  of  consumption.  In  that  category  I 
point  •.  out  that  Mr.  DavisT  evidence  is  directly  contrary  to 
that  of  Mr.  Brownie  and  Mr.  Davies. 

Now  in  conclusion  in  regard  to  the  point 
of  competition,  it  is  my  submission  that  the  evidence  given  by 
Mr.  Zinder  is  conclusive  that  the  competitive  price  of  natural 
gas  in  Calgary  for  domestic  consumption  could  be  increased 
from  the  present  rate  to  as  much  as  33  cents  without  incurring 
an  appreciable  loss  of  domestic  markets.  Similarly  commercial 
and  small  industrial  users  of  gas  could  afford  to  pay  a  similar 
price  of  33  cents  per  MCF  without  materially  causing  a  decrease 
in  the  amount  of  gas  consumed  after  the  initial  period  of 
adjustment.  It  should  be  further  pointed  out  that  Mr.  Zinder' s 
conclusions  are  based  upon  the  competitive  price  element  only 
without  regard  to  many  factors  which  influence  the  relationship 
between  price  and  use  besides  the  actual  price  of  the  commodity. 
As  shown  by  Exhibit  #137  which  is  the  statement  of  sales  and 
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rates  charged  from  1921  to  1934,  the  sales  of  gas  in  Calgary 
actually  increased,  though  gas  rates  were  increasing  at  the 
same  time.  Page  5802,  Volume  71. 

Now  Mr.  Chairman,  that  is  the  end  of  my 
submission  with  regard  to  the  price  of  gas  at  the  well  head 
and  the  factors  influencing  the  price  to  the  ultimate  consumer 
being  the  starting  point  from  which  to  work  back  to  ascertain 
the  commodity  value  of  the  gas  at  the  well  head. 

Now  it  is  my  purpose  to  deal  with  the  cost 
of  the  utilities  that  lie  in  between  the  producer  having  his 
gas  available  at  the  well  head  and  the  consumer  purchasing  it 
for  ultimate  use. 

Now  in  order  to  value  the  services  of  the 
utilities  it  is  necessary  for  the  Board  to  determine  the  rate 
base  for  each  of  the  utilities  on  the  rate  of  return  and  fix 
a  just  and  reasonable  value  or  the  price  of  such  service. 

It  is  my  intention  to  deal  with  the  Madison 
Natural  G-as  Company  Limited,  the  British  American- Uti lit ies 
Limited,  and  the  Gas  &  Oil  Refineries  Limited  in  order.  in 
each  instance  I  will  deal  with  the  valuation  of  the  install¬ 
ations  in  place  at  the  time  the  same  became  devoted  to  the 
public  service.  Secondly,  the  composition  of  the  rata  base, 
and  thirdly,  the  rate  of  return  and  the  price  to  be  fixed  in 
each  instance. 

Now,  dealing  with  the  installations  in 
place.  I  draw  from  the  submissions  msde  that  it  is  the  con¬ 
tention  of  the  Madison  and  the  British  American  Company  that 
in  fixing  value  on  the  assets  of  these  Companies  which  were 
installed  years  ago  and  now  being  brought  under  regulation  for 
the  first  time,  that  the  Board  should  follow  the  principle  of 
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establishing  a  value  on  the  basis  of  reproduction  cost  new  less 

observed  depreciation. 

DETERMINATION  OF  THE  VALUE  OF  THE  SERVICES 
RENDERED  BY  THE  UTILITIES  IN  TRANSPORTING 
GAS ,  AND  THE  ALLOCATION  OF  SUCH  COSTS. 

Now  I  might  say  in  order  to  indicate  what 
the  producers  or  my  clients  have  given  consideration  to,  I  am 
going  to  review  what  I  think  is  the  contentions  of  the  differ¬ 
ent  parties  in  regard  to  this  valuation  of  the  original  invest¬ 
ment  . 


It  is  the  contention  of  the  City  and  of  the 
Gas  Company,  or  as  I  draw  or  infer,  from  the  tenor  of  the  cross- 

examination,  rather  from  any  direct  evidence,  that  in  effect 

the  Royalite  Company  in  so  far  as  its  gas  business  is  concerned 

is  not  being  brought  under  regulation  for  the  first  time,  but 

that  all  expenditures  made  and  all  assets  accumulated  in 
anticipation  of  regulation  at  some  future  date,  and  in  effect 
the  Royalite  Gas  business  has  been  regulated  ancillary  to  the 
regulation  of  the  Gas  Company  business. 

THE  CHAIRMAN:  Not  so  fast  Mr.  McDonald. 


MR.  MCDONALD;  I  am  sorry,  sir,  I  will  repeat  that.  It 

is  the  contention  of  the  City  and  of  the  Gas  Company  that  in 
effect  the  Royalite  Company  in  so  far  as  its  gas  business  is 
concerned  is  not  being  brought  under  regulation  for  the  first 
time,  but  that  all  expenditures  made  and  all  assets  accumulated, 
were  accumulated  in  anticipation  of  regulation  at  some  future 
date  and  in  effect  the  Royalite  gas  business  has  been  regulated 
ancillary  to  the  regulation  of  the  Gas  Company  business. 

Now,  Mr.  Chairman,  my  clients  do  not  agree 


with  that  approach  to  the  valuation  of  the  assets  of  the  Royalite 
Company.  The  view  has  also  been  expressed  that  in  view  of  the 
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fact  that  tha  Royalite  Company  has  been  in  the  gas  gathering 
business  it  is  not  entitled  to  a  capital  gain  arising  out  of 
fixing  a  value  on  reproduction  cost  now  less  observed  depre¬ 
ciation  basis.  In  other  words  it  is  contended  that  the  Board 
should  not  deal  with  the  matter  as  being  a  sale  and  purchase, 
and  there  is  no  evidence  whatsoever  which  establishes  that 
Royalite  over  had  the  opportunity  to  sell  the  gas  business  or 
that  anyone  under  any  circumstances  was  ever  willing  to  pur¬ 
chase  it  from  them. 

Now  the  evidence  submitted  to  the  Board 
deals  with  four  principles  of  valuation,  all  of  which  have 
supporters  among  the  parties  interested  in  the  Hearing.  They 
are  as  follows: 

(a)  Book  costs,  as  shown  by  the  books  of  the  Royalite 
Company,  as  of  the  1st  day  of  January,  1943, 
advocated  by  the  City. 

(b)  Historical  costs  adjusted  to  allow  for  administration 
and  overhead  during  construction,  less  accrued  depre¬ 
ciation  on  a  throughput  basis,  with  or  without  an 
allowance  for  going  value  as  at  the  date  of  transfer, 

(c)  Reproduction  cost  new  less  observed  depreciation,  plus 
going  value,  submitted  by  Madison  and  the  British 
American  Company,  and 

(d)  Reproduction  cost  new  less  accrued  depreciation  on  a 
throughput  basis. 

This  approach  was  discussed  by  every 
witness  but  was  not  directly  supported  by  any  one. 

Now  with  regard  to  cost  in  view  of  the  fact 
that  my  clients  have  a  similar  position  with  regard  to  establish 
ing  8  valuation  of  these  utilities  as  the  Gas  Company  and  the 
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City  have,  being  at  one  end  of  the  price  structure,  and  the 
producers  at  the  other,  I  feel  I  should  put  on  record  what 
my  clients  have  to  say  about  the  book  cost. 

To  put  it  briefly  they  do  not  think  it 
should  be  relied  upon  and  their  recommendations  are  this, 
there  was  no  witness  who  was  prepared  to  state  on  the  stand 
that  the  book  cost  should  be  taken.  It  was  pointed  out  that 
the  book  cost  should  be  taken  as  a  basis  for  valuing  the  prop¬ 
erty  trnasferred  to  the  utility.  It  was  pointed  out  that  the 
book  cost  only  reflected  the  original  cost  less  depreciation 
as  booked  by  the  accountants  of  the  company,  having  in  mind 
the  policy  of  the  directors  with  reference  to  income  tax, 
dividend  and  reserve  considerations  which  had  no  relation  to 
actual  value,  physical  depreciation  or  length  of  the  useful 
life  of  the  assets  of  the  Company.  The  City  of  Calgary  did 
not  see  fit  to  plaoe  on  the  stand  any  witness  who  would 
positively  suggest  that  book  cost  be  a  basis  for  valuation. 

In  these  circumstances  it  is  therefore  reasonable  to  suggest 
to  the  Board  that  such  a  basis  can  be  eliminated  from  the 
Board's  consideration  in  this  matter. 

Now  with  regard  to  historical  cost.  It 
had  been  arranged  at  the  commencement  of  the  investigation 
that  the  books  and  records  of  the  company  transferring  the 
assets  to  the  utilities  would  be  open  for  inspection  to  the 
Auditor  appointed  by  the  Board,  in  this  case  Mr.  Hamilton. 


(  Go  to  Page  6970  ) 
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It  therefore  follows  that  Mr*  Hamilton  was  the 
only  person  who  had  the  information  available  upon  which  an 
^  intelligent  consideration  of  the  application  of  historical 

cost' valuation  principles  could  be  made.  Mr.  Hamilton, 
therefore,  appears  on  the  record  as  the  only  witness  in 
support  of  this  principle  of  valuation. 

Mr.  BamiltonTs  Reports  show  a  careful  analysis  of 
tho  books  of  the  company,  a  fair  and  impartial  attempt  to 
include  costs  which  would  have  been  capitalized  if  the  companies 
could  have  foreseen  that  tho  assets  would  become  the  property 
of  the  utility  at  some  future  date. 

Now,  it  is  not  my  purpose  to  analyze  what  Mr. 

Hamilton Ts  submission  and  evidence  was f  but  there  were  two 
points  that  appealed  to  me  as  advanced  by  way  of  objection 
to  historical  costs.  The  first  point  was  that  there  would 
accrue  to  the  utility  or  the  original  owners,  no  capital  gain 
due  to  the  rising  prices,  and  the  increased  costs  of  re¬ 
production  at  the  date  of  acquisition  by  the  utility  of  the 
assets,  and,  secondly,  that  historical  cost  does  not  give  due 
consideration  to  an  allowance  for  maintenance,  not  only 
maintenance  sufficient  to  keep  the  property  in  operation,  but 
maintenance  to  provide  efficiency  and  reliability  of  service, 

%  which  is  all  to  the  good  in  this  particular  typo  of  utility. 

Now,  Mr.  Hamilton  answers  those  two  points 
at  page  3755,  Volume  48,  where  he  maintains  that  under  histor¬ 
ical  cost  valuation,  Royalite  has  the  possibility  of  three 
capital  gains: 

(1)  There  is  the  restoration  of  items  of  cost  which 
were  charged  to  operation  expense. 

(2)  There  was  the  redaction  in  depreciation  reserve. 
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(3)  There  is  a  possible  gain  in  inclination  of  the 

Board  to  give  some  weight  to  the  factor  of  sales 
depreciation. 


Now,  my  only  comment  with  regard  to  this,  Mr. 
Chairman,  is  that  in  the  first  item  of  restoration  of  items 
of  cost  which  have  not  been  booked,  I  think  the  company  is 
entitled  to  those  in  any  event.  Any  variation  in  depreci¬ 
ation  reserve  is  not  a  charge  to  the  company.  They  were 
entitled  to  retain  their  account  on  any  basis  they  desire, 
and  I  think  the  matter  of  depreciation  is  one  that  must  stand 
on  its  own  feet  regardloss  of  the  type  of  valuation. 

Mr*  Hamilton  deals  with  the  matter  of  maintenance, 
at  pages  3786  and  3787,  Volume  48,  where  he  points  out  that  if 
the  plant  had  not  been  substantially  maintained  it  is  doubtful 
if  the  plant  would  last  out  the  economic  life. 

Then,  we  come,  Mr.  Chairman, to  the  reproduction 
cost  new  less  observed  depreciation.  I  might  state  now,  Mr* 
Chairman,  that  my  clients  have  instructed  me  to  advocate,  and 
we  are  suggesting  to  the  Board,  that  the  valuation  be  made  by  the 
Board  on  the  basis  of  reproduction  new,  less  accrued  depreci¬ 
ation  on  a  throughput  basis.  Now,  my  clients  were  influenced 
in  making  the  decision  because  of  the  fact  that  the  valuation 
made  by  Mr.  Hill  and  the  Koyalite  Company  appealed  to  them 
as  being  a  very  fair  valuation. 

MH.HARVIE:  What  is  that,  Mr*  McDonald? 

i 

mu .  McDONALD:  It  was  made  on  a  very  fair  valuation 

on  the  reproduction  cost  basis.  Mr .  Hill  pointed  out  at 
page  1773,  Volume  22,  replying  to  a  question  by  the  Chairman, 
that  the  Board  should  consider  whether  there  should  be  included 
in  valuation  increased  costs  arising  under  war  conditions 
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which  tho  company  never  paid  and  never  will  pay.  Hg  states 

such  increased  costs  should  he  recognized  when  tho  Board 
feels  that  the  level  which  has  been  reached  by  those  costs 
is  apt  to  continue  into  the  future.  He  believed  that  these 
costs  were  settled  as  at  November,  1945,  and  he  appraised  the 
property  accordingly. 

Nov/,  my  clients  agree  with  that  statement,  that 
in  this  particular  case  the  valuation  as  of  November  1943  is, 
as  far  as  could  be  soen  at  this  time,  a  fair  valuation, 
particularly  having  in  mind  the  methods  adopted  by  Hr.Hill. 

At  page  17 74, Volume  22,  Hill  stated 

that  his  valuation  is  a  combination  of  book  value  where  it  can 
be  found,  manuf act urers T  costs  when  book  values  wero  not 
available,  to  which  he  added  a  percentage  to  cover  increased 
costs  of  labour  and  materials.  He  does  not  agree  that  he 
was  influenced  by  a  factor  based  on  personal  judgment.  What 
I  have  in  mind  there,  Hr*  Chairman,  is  having  arrived  at  his 
percentage  to  cover  the  increased  costs  of  labour  and  materials, 
he  then  applied  it  mathematically  to  the  inventory  as  he 
found  it,  at  a  cost  that  he  established  by  a  reference  to 
the  original  bock  value  and  to  searching  the  present  costs 
of  those  items  in  the  records  of  the  manufacturers  who  were 
offering  for  sale. 

At  page  1780,  Volume  22,  Hr-  Hill  states  that 
reproduction  costs  conservatively  cade,  is  the  best  method 
in  his  opinion,  but  consideration  should  also  be  given  to 
historical  costs,  the  circumstances  under  which  costs  were 
incurred,  the  value  of  the  services,  that  is,  what  the 
service  is  worth  to  its  users*  and  the  maximum  rate  above 
which  service  charges  should  not  go,  no  matter  what  the 
rate  base  should  be. 
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Mr.  Teis  made  the  valuation  of  the  B.A.  equip¬ 
ment.  His  valuation  is  made,  as  he  stated  at  page  2754, 

Volume  36,  on  the  basis  that  the  system  was  being  purchased 
for  a  use  to  which  it  had  not  been  put  in  the  past.  It 
represented  that  transfer  of  the  physical  assets  as  at  sale 
at  fair  market  value  on  the  assumption  that  the  purchaser 
would  buy  the  materials  at  the  going  market  price  if  instal¬ 
ling  the  system  for  itself. 

Now.,  the  only  submission  I  have  with  regard  to  Ur. 

Teis T  valuation,  is  that  I  believe  that  ho  used  not  normal 
cost  figures,  but  figures  based  on  abnormal,  conditions 
arising  out  of  the  war,  particularly  labour  costs,  and,  there¬ 
fore,  I  intend  to  suggest  that  the  Board  apply  the  principles 
of  valuation  used  by  Mr*  Hill  to  the  items  catalogued  and 
inventoried  by  Mr.  Teis  and  thereby  have  the  same  basis  of 
valuation  for  both  utilities. 

MR.HARVIE:  Is  this  a  matter  of  your  present 

submiss  ion? 

MR.  MCDONALD:  YGs  . 

THE  CHAIRMAN:  Mr*  McDonald,  in  that  connection  Mr. 

Teis  valued  the  gathering  lines  of  British  American,  lines 
which  were  installed  for  the  purpose  and  the  only  purpose 
at  that  time  of  recovering  natural  gasoline.  Under  the  Act 
I  have  authority  to  revise  the  contract  between  these  absorption 
plants  and  tho  people  who  produced  the  gas.  Now,  do  you 
suggest  that  when  I  revise  the  contracts  that  I  should  do  it 
on  tho  basis  of  the  valuation  made  at  the  time  of  the  revision 
or  the  valuation  made  at  the  time  of  the  making  of  the 
original  contract?  Which  would  be  a  proper  basis  to  take? 

MR.  MCDONALD:  Well ,  there  are  different  sets  of 

circumstances  there. 
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THE  CHAIRMAN :  Oh  no*  No,  no.  You  see,  Mr*  To  is 

says,  ,fI  do  this  bocauso . u 

:IR.  MCDONALD:  Thore  is  a  sale# 

THE  CHAIRMAN:  ” . those  linos  aro  going  to  bo 

used,  put  to  a  use  which  they  never  have  boon  used  for  before. TT 
MR.  McDONALD:  That  is  true. 

THE  CHAIRMAN:  But  they  will  continue  to  be  used  for 

the  original  purposes  as  well,  won’t  they? 

MR.  MCDONALD:  YQs  . 

THE  CHAIRMAN:  All  right.  What  should  the  basis  of 

the  valuation  be,  when  I  revise  tho  contract,  or,  rather, 
when  I  hoar  the  evidence  on  which  tho  revision  is  passed,  or 
tho  date  on  which  you  made  tho  contract,  which  is  on  tho 
basis  of  80/20. 

MR.  MCDONALD:  Well,  I  suppose  that  tho  situation 

botweon  tho  parties  who  are  going  to  uso  this  equipment  for 
dry  gas  purposes,  or  gas  sales  purposes,  is  different  than 
that  between  vendors  of  natural  gasoline  content  in  gas 
being  transported.  In  the  first  place  one  is  an  entirely 
new  situation,  and  the  other  one  is  one  that  has  been  in 
existence  for  many  years,  and  there  are  equities  as  between 
the  parties  that  should  be  taken  into  account.  Whereas,  in 
this  particular  case,  on  the  valuation  for  the  purposes  of 
this  present  hearing,  we  find  assets  which  have  come  into  use 
and  arc-  used  and  useful  for  the  purposes  of  a  dry  gas  market, 
and  some  compensation  should  be  made  to  the  owners  of  the 
utilityTs  assets. 

THE  CHAIRMAN:  Then  do  you  suggest . 

MR.  McDONALD:  In  arriving  at  that  valuation,  Mr. 

Chairman,  I  suggest  this  reproduction  cost  valuation. 

There  is  somebody  new  coming  into  the  picture  and  the  valuation 
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should  be  nade  having  that  in  mind,  but  on  the  other  phase...* 
THE  CHAIRMAN:  Who  is  the  new  person  coming  into 

the  picture? 

ID  .  MCDONALD:  The  direct  gas  purchaser,  whoever  he 

might  be . 

THE  CHAIRMAN:  But  he  has  been  in  there  for  twenty 


ye  ars . 

MR.  McDONALD:  I  am  speaking  now  of  the  British 

American  only.  Were  you  referring  only  to  the  British 
American  producers? 

THE  CHAIRMAN :  No,  what  I  am  referring  to,  it 

applies  to  both  of  course. 

MR.  McDONALD:  I  see. 

ThE  CHAIRMAN:  It  applies  to  both  companies.  In 

other  words,  you  are  suggesting  that  there  he  one  base  of 
valuation  for  the  purpose  of  supplying  the  Calgary  market 
but  possibly  a  different  basis  of  valuation  when  you  come 
to  the  revision  of  natural  gasoline  content. 


(G-o  to  Page  6976) 
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MR.  MCDONALD:  Yes,  fb.r  this  reason,  that  there  may 

have  been  considerable  contribution  to  the  purchase  and 
installation  of  the  assets  by  the  producer  who  is  delivering 
gas  to  the  natural  gasoline  and  absorption  plant  in  prior 
ye  ar  s. 

THE  CHAIRMAN:  And  what  about  the  additional  revenue 

that  the  producer  is  going  to  get  by  reason  of  the  instal¬ 
lations  that  have  been  made? 

MR.  MCDONALD:  Yes.  That  is  of  course  a  matter  of 

proof  as  to  whether  there  is  or  is  not  going  to  be  any 
ad  di  tional  revenue  .  But  even  if  the  producer  does  obtain 
additional  revenue  he  obtains  it  because  he  happens  to 

have  been  part  owner  or  interested . 

MR.  HARVIH:  Part  owner  of  the  profits  but  not  of 

the  losses. 

MR.  MCDONALD:  He  has  been  part  owner  and  so  associated 

in  the  ad dit  iona  1  r evenue  that  will  be  obtained. 

THE  CHAIRMAN:  That  is  right. 

MR.  MCDONALD:  That  is  no  reason  that  he  should  not 

obtain  that  on  a  proper  basis  off*  valuation  from  the  new 
users.  In  other  words  if  the  producer  should  make  more, 
it  will  not  be  because  he  is  a  producer  but  because  he 
is  associated  with  the  British  American  Company  under 
contract  which  is  in  part  a  partnership  arrangement.  I 
do  not  think  the  producer  can  be  placed  in  the  two  situations. 

Now  with  regard  to  the  Royal  it  e  plant,  I 
subscribe  to  the  view  expressed  by  Mr.  Stevens- Gui  11  e  and 
emphasized  throughout  the  Hearing,  that  the  gathering  system 

for  gas  in  the  Royal  it  e  area  was . 

MR.  HARVIH:  Mr.  McDonald,  I  wonder  if  I  might  just 
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ask  for  an  explanation  of  the  basis  on  which  you  suggest  these 
valuations  are  made,  where  you  say  Reproduction  Cost  New  less 
Accrued  Depreciation  on  the  Throughput  Basis.  Do  you  mean 
in  regard  to  the  throughput  that  has  already  gone  through 

an  d  .  ,  .  .  . 

MR.  MCDONALD:  Yes,  the  over- all  throughput  basis.  I 

will  enlarge  on  that.  Lust  the  exact  computation  that  Mr. 
Hamilton  made . 

MR.  HARVIE:  Yes,  thank  you. 

MR.  MCDONALD:  I  was  referring  to  the  gathering  system 

in  the  North  End  and  the  valuation  there  made  and  that  was 
primarily  a  market  valuation  for  the  installations  were  made 
primarily  for  the  gas  market  and  have  been  extended. 

THE  CHAIRMAN :  And  just  happened  to  run  into  an  Absorb- 

ption  plant  on  the  wqy. 

MR.  MCDONALD:  Yes,  I  think  that  is  the  exact  circum¬ 

stance.  I  do  not  think  there  is  any  doubt  at  all  about  that. 
History  is  definite  on  that  point.  Now  in  Exhibit  132,  Mr. 
Andrew  Stewart  dealt  with  matters  of  the  valuation  for  rate 
base  purposes  and  I  take  it  that  his  view  is  that  there  is 
much  support  for  the  contention  that  the  initial  rate  base 
should  be  determined  on  a  reproduction  cost  basis,  though 
he  points  out  that  this  valuation  should  not  be  made  during 
a  period  of  high  prices,  as  this  would  result  in  a  high 
rate  base  in  perpetuity,  which  is  a  factor  beyond  the 
reasonable  expectation  of  the  investor  ard  would  not  be  a 
fair  value  having  in  mind  the  interests  of  all  parties 
cone erned . 

Without  reviewing  a  great  many  of  the 
authorities,  all  of  which  are  familiar  to  the  Board,  it  is 
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my  submission  on  behalf  of  my  clients  that  in  this  instance 
the  Board  will  establish  a  fair  value  well  within  the  reason¬ 
able  expectations  of  the  investors  owning  the  installations 
in  place  at  the  date  the  legislation  came  into  effect,  by 
adopting  the  reproduction  cost  appraisal  made  by  Mr.  Hill  of 
the  Madison  properties  and  applying  the  same  principles  of 
valuation  followed  by  Mr.  Hill  to  the  installations  of  the 
British  American  Utilities. 

New  in  arriving  at  the  conclusion  to 
recommend  to  the  Board  that  this  type  of  valuation  be  made, 
my  clients  have  been  influenced  by  a  number  of  factors* 

1.  Mr.  Hill  has  submitted  a  detailed  valuation  based 
upon  a  thorough  inspection  and  related  to  prices  for  equip¬ 
ment  and  labor  which  are  reasonable  having  regard  to  the 
period  over  which  the  installations  were  made,  having  regard 
to  the  inflationary  influences  of  the  demands  created  by  the 
War  activities  and  consistent  also  with  the  increased  cost  of 
labor  following  increased  interest  in  social  legislation, 
increased  taxes,  and  a  general  establishment  of  a  greater 
cost  for  all  articles  through  a  more  generaus  treatment  of 

la  bor . 

In  other  words,  Mr,  Hillfs  valuation  is 
reasonable,  both  as  to  prices  of  materials  and  supplies  and 
labor.  In  addition,  he  has  made  a  reasonable  allowance  for 
administration  and  overhead  in  fixing  9%  for  this  item  in¬ 
cluding  interest. 

2.  Now  my  clients,  of  course,  do  not 
quarrel  as  it  were  with  the  application  of  the  adjusted 
historical  cost  method  of  valuation  suggested  by  Mr.  Hamilton 
They  feel  that  the  closeness  of  the  final  figures  on  Mr. 
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Hamilton's  adjusted  historical  cost  valuation  to  that  of  Mr. 
Hillfs  figures  when  both  are  subjected  to  accrued  throughput 
depreciation,  support  the  fairness  of  Mr.  Hillfs  valuation. 

3.  My  clients  also  feel  that  the  adoption 

of  a  reproduction  cost  valuation  is  fair  to  the  Company  in 
this  instance  where  the  Company  could  reasonably  expect  that 
it  would  not  come  under  regulation  and  hence  did  not  keep 
books  in  a  manner  which  would  reflect  accurately  the  full 
investment  and  the  charges  that  fairly  could  be  apportioned 
to  cap  it  al  account  . 

THB  CHAIIMAN:  Do  not  forget,  Mr.  McDonald,  that  the 

contract  between  the  Calgary  Gas  Company  and  the  Royal  it  e 
has  been  subject  to  the  jurisdiction  of  the  Board  for  many 
many  years. 

MR.  MCDONALD:  I  have  that  in  mind,  sir. 

TED  CHAIRMAN :  And  they  should  have  been  anticipating 

that  some  day  their  contract  might  require  to  come  under  the 
scrutiny  of  the  Board  in  a  public  Hearing.  They  oould  hardly 
then  say  "Well  we  did  not  know."  They  must  have  known. 

ME i.  MCDONALD:  Well  my  clients  feel,  as  a  matter  of 

fact,  that  when  the  Royalite  books,  on  Mr.  Hamilton's  evidence 
indicate  that  charges  which  all  agree  are  properly  capitalized 
have  not  been  so  dealt  with  and  there  is  a  conflict  in 
regard  to  what  items  should  or  should  not  be  included  in  the 
valuation,  that  that  is  an  item  or  a  reason  that  the  whole 
matter  should  be  resolved  in  the  reproduction  cost  valuation, 
rather  than  an  attempt  to  take  the  original  cost  and  then 
make  estimates  as  to  other  things  and  add  them  to  it  to 
build  up  the  historical  cost  valuation.  As  I  have  it  written 
here  sir,  and  I  deal  with  that  point  this  way,  it  is  true 
that  in  his  adjusted  historical  cost  valuation,  Mr,  Hamilton 
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makes  reasonable  allowances  for  all  costs  which  ordinarily 
would  be  capitalized  but  at  the  sane  time  there  is  consider¬ 
able  conflict,  and  in  considerable  amount  with  regard  to 
certain  items,  which  my  clients  feel  in  fairness  to  Royalite 
should  be  taken  into  consideration,  all  of  which  is  avoided 
by  adopting  Mr.  Hill’s  basis  of  valuation. 

I  feel  that  the  situation  with  regard 
to  tie  bookkeeping  of  Royalite  is  that  they  have  a  composite 
operation;  oil  production,  drilling  of  oil  wells,  gas  pro¬ 
duction  and  ..... 

THE  CHAIRMAN:  And  absorption  plants. 

MR.  McD0NALD :  And  absorption  plants,  and  it  would  be 

a  miracle  if  there  would  not  have  been  considerable  conflict 
in  attempting  to  find  the  historical  cost  from  the  records 
which  they  kept. 

THE  CHAIRMAN:  My  remarks  were  not  made  critically, 

Mr.  McDonald,  but  just  to  show  that  they  cannot  say  "we  did 
not  know  anything  about  this,”  and  they  have  been  under  the 
jurisdiction  of  the  Board  for  years, 

MR.  CHAMBERS:  Not  as  a  utility. 

THE  CHAIRMAN:  No,  but  the  Public  Utilities  Board  has 

jurisdiction  over  contrac/ts  between  the  two  companies. 

MR.  CHAMBERS:  Oh  yes. 

MR.  MCDONALD :  The  views  you  have  just  expressed  fit 

Into  my  arguments-  on  the  next  point.  That  is  I  am  dealing 
now  with  having  established  a  basis  or  set  out  a  basis  on 
which  I  am  advocating  the  rate  base  be  fixed  and  that  is  at 
Mr.  Hill’s  gross  figure.  Then  the  question  is  how  should 
that  figure  be  depreciated  and  in  what  amount. 

THE  CHAIRMAN:  Mr.  McDonald,  just  a  moment  please. 
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Mr.  Mahaffy,  I  assume  that  you  are  going  to  make  some  sub- 
mi  ssi on  for  your  clients.  If  so,  I  want  you  to  know  that 
Mr.  McDonald  is  going  to  occupy  all  of  today  so  that  unless 
you  wish  to  stay,  I  do  not  think  there  is  any  hope  of  you 
being  heard  today. 

MR.  MAHAFFY':  That  is  very  kind  of  you,  Mr.  Chairman. 

I  would  like  to  be  present  when  Mr.  McDonald  opens  fire  on 
the  small  part  of  the  Valley  set-up  that  we  are  involved  in. 

He  estimated  that  he  would  not  reach  it  until  some  time  today 
and  I  was  able  to  stay  away  yesterday  afternoon.  Perhaps, 

Mr.  McDonald,  in  view  of  your  suggestion,  would  indicate  - 
will  you  be  ready  this  morning? 

MR.  MCDONALD:  Not  this  morning,  no. 

MR.  MAHAFFY":  Then  I  will  be  back  this  afternoon. 

MR.  McDONALD:  Now  depreciation,  according  to  the  evidence, 

was  dealt  with  in  two  phases  by  Mr.  Hill  and  by  Mr.  Teis, 
advocates  of  observed  depreciation,  and  Mr.  Hamilton  and 
Professor  Stewart,  advocates  of  accrued  depreciation  on  a 
throughput  basis.  Dealing  with  tie  observed  depreciation. 

Mr.  Hill  stated  that  in  his  opinion  pipe  lines  would  outlast 
the  length  of  the  life  of  the  field  and  he  used  a  rate  of 
depreciation  equivalent  on  a  weighted  basis  of  7  years.  He 
dealt  with  this  item  at  pages  1688,  1716  and  1722,  He 
depreciated  the  other  assets  on  observation*  and  one  point 
struck  me  that  compressor  equipment  which  had  been  in  use 
since  1921  was  obsolete  about  1940. 

Now  Mr.  Hill  also  gave  effect  to 
obsolescence  as  set  out  at  page  1804,  volume  23.  Mr.  Hill 
points  out  at  Ihe  same  time  that  if  the  cost  basis  is  used 
fo  r  valuation,  obsolescence  has  no  bearing  because  the 
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historical  cost  take s  into  account  the  efficiency  or  other¬ 
wise  of  the  equipment. 

Now  Mr.  Hill  sums  up  aid  points  out 
that  his  observed  depreciation  was  arrived  at  by  obser¬ 
vation  of  the  physical  plant;  examination  of  the  le  cords 
of  the  inspe  ction  which  disclosed  the  condition  of  the 
inside  of  certain  items.  He  examined  the  pipe  line  and 
then  formed  an  opinion  as  to  the  probable  future  life  ex¬ 
pectancy.  I  refer  to  page  1585  of  Volume  20. 

At  pa^e  1802  of  volume  25,  he  admits 
that  if  someone  else  arrived  at  the  same  figure  it  would 
purely  be  chance.  Observed  depreciation  is  a  matter  of 
judgment . 

Now  in  my  opinion,  ard  that  of  my  client, 
observed  depreciation  is  not  a  proper  basis  and  I  think  I 
can  sum  up  my  objection  to  it  by  reading  the  criticism  set 
out  by  Barnes,  in  his  book  "The  Economics  of  Public  Utility 
Regulation”  at  page  485: 

"Many  and  serious  weakne  sses  beset  the  inspection 
method  of  measuring  accrued  depreciation,  even  in 
its  more  highly  developed  forms, 

(1)  In  theory,  depreciation  proceeds  from  all  those 
co ndit  ions  which  tend  to  limit  the  useful  life 
of  productive  property.  The  inspection  method, 
however,  tends  to  narrow  the  search  for  deprec¬ 
iation  to  those  aspects  of  the  property  which  are 
susceptible  of  physical  identification  and  meas¬ 
urements. 

(2)  In  procedure,  the  inspection  method  assumes  that 
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M  it  is  possible  to  forecast  the  remaining  useful 

life  of  equipment  and  other  property  currently  in 
use.  As  a  matter  of  fact,  it  is  quite  impossible 
to  forecast  the  useful  life  of  most  property  "with¬ 
out  resort  to  the  experience  tables  which  are 
basic  to  the  service -life  method.” 

"To  ask  the  engineer  to  forecast  the 
remaining  life  of  a  generator,  a  pole  line  or  a  car,  is  like 
asking  a  doctor  to  predict  the  life  of  an  individual;  in 
either  instance,  if  the  condition  of  the  oroperty  or  the 
individual  is  critical  enough,  a  forecast  of  an  early  end 
maybe  possible,  but  otherwise  the  prediction  based  on 
inspection  alone  is  of  little  worth." 

"(3)  If  the  engineer  bases  his  estimate  of  depreciation  on 
experience  tables,  is  not  his  result  at  least  as 
accurate  as  that  obtained  by  adherence  to  the 
service-life  method?  Sven  this  question  cannot  be 
answered  with  an  unqualified  affirmative,  for  the 
engineer  is  constantly  tempted  to  substitute  his 
judgment,  based  upon  observation,  for  that  of  the 
experience  tables,  usually  in  the  direction  of 
predicting  a  longer  life  on  the  basis  of  the  physical 
condition  o  f  the  property,  and:" 

"(4)  Finally  there  are  practical  objections  to  reliance 
upon  an  inspection  measure  of  depreciation.  First, 
much  of  the  property  of  the  utility  cannot  be  in¬ 
spected.  Secondly,  much  of  the  property  that  can 
be  inspected  physically  cannot  be  judged  with  respect 
to  depreciation." 

’’Although  the  weaknesses  should  lead  to 


C-2-5 


Argument  by  Mr.  McDonald. 


-  6  984 


its  rejection  as  the  sole  method  of  determining  the 
accrued  depreciation,  the  inspection  method  possesses 
certain  important  advantages  as  a  supplement  to 
the  service-life  method.  In  this  role,  inspection 
may  reveal  whether  the  property  has  been  adequately 
maintained,  and  if  maintenance  has  been  neglected, 
it  may  indicate  the  presence  of  more  accrued  dep¬ 
reciation  than  would  have  been  found  on  the  basis 
of  life  tables  alone.  Also,  an  inspection  may  give 
important  info  mation  as  to  the  imminence  of  pre¬ 
mature  retirement  for  functional  reasons,  and  may 
indicate  the  necessity  of  enlarged  provision  for 
the  depreciation  of  particular  categories  of  prop¬ 
erty.  n 

Now  that  latter  part  of  what  I  read, 

Mr.  Chairman,  has  peculiar  application  here.  Inspection  has 
shown  obsolescence  in  the  Seaboard  Plant.  It  has  shown  also 
that  maintenance  has  been  a  prime  consideration  of  the 
previous  owners  and  that  the  property  is  in  very  good  shape 
and  more  than  that,  adequate  and  more  than  adequate  for  the 
purposes  of  the  balance  of  its  useful  life. 

Mr.  Hamilton  is  the  witness  who  put 
forth  the  suggestion  of  the  historical  cost  basis  of 
valuation  and  adopted  the  method  of  accrued  depreciation  on 
a  throughput  basis  and  his  reasons  for  that,  I  understand, 
are  that  the  physical  life  of  the  plant  can  be  expected  to 
extend  beyond  the  economic  life  of  the  field.  Therefore 
the  economic  life  should  be  taken  as  the  measure  of  the 
useful  life  of  the  plant,  and  in  this  way  have  regard  to  the 
beneficiary  of  the  service  rendered  by  the  plant  other  than 
the  utility  company  proper. 
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Mr.  Hamilton  was  closely  cros  s- examin ed 
by  Mr.  Chambers  as  to  the  effect  of  this  theory,  Mr.  chambers 
urged  that-  the  adoption  of  the  throughput  basis  in 

effect  means  that  consume:’ s  are  partners  or  beneficiaries 
in  the  past  and  future  operations  of  the  company .  Mr,  Ham¬ 
ilton,  as  I  read  his  evidence,  did  not  specifically  agree  or 

if 

disagree,  but  he  holds  that /the  estimated  throughput  is 
conservative  then  the  present  reduction  of  deprecia  ti  on  would 
be  too  great;  and  would  never  be  restored  and  Madison  would 
lose  a  rate  of  return  over  the  ensuing  period. 

Now  this  discussion  is  at  pages  3803  and 
3309  of  Volume  49*  and  I  will  refer  to  that  again,  Mr,  Chair¬ 
man,  when  I  deal  with  Professor  art’s  discussion  on  the 
same  point  • 

I  have  adopted  Mr.  HamiltonTs  calculations 
of  the  throughput  depreciation.  You  will  recollect  that  he 
attempted,  no,  he  did  not  attempt,  he  took  from  the  records 
of  the  Royalibe  Company  the  gas  throughput  of  the  gathering 
system  and  added  to  it  an  estimate  of  the  remaining  reserves, 
using  the  whole  as  a  basis,  as  100%,  aid  he  arrived  at  some¬ 
thing  like  31%,  and  he  applied  a  similar  method  to  the  B*A. 
valua  tion. 

Now  my  own  submission  as  to  whether  that 
is  fair  or  unfair  is  this,  that  that  is  the  only  evidence 
we  have.  If  there  should  be  any  variation  in  that,  if  it 
could  be  demonstrated  by  the  parties  that  there  should  be  or 
that  there  has  been  an  error  in  Mr.  HamiltonTs  calculations, 
then  we  would  cariy  that  variation  out. 

Now  dealing  with  this  point  of  the 
throughput  depreciation,  Professor  Stewart,  who  concurs  with 
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the  reproduction  cost  new  valuation  on  the  initial  rate  base* 
advocates  that  depreciation  should  be  determined  by  the  trans¬ 
fer  from  capital  account  at  the  rate  at  which  th.  e  raw  material 
has  been  used  up.  He  supports  his  statement  on  the  assumption 
that  the  investor  must  have  a  reasonable  expectation  of  re¬ 
covering  the  investment  over  the  whole  expected  life  of  the 
asset,  and  therefore  it  is  reasonable  to  suppose  that  prior 
to  regulation  provision  has  been  made  for  the  recovery  of  the 
proportion  attributable  to  the  amount  of  product  used  up, 
actually  used  up. 

If  this  is  not  the  case,  he  states  at 
page  4414,  Volume  56,  the  investor  must  be  the  loser. 

At  page  4417,  Volume  56,  Mr.  Stewart 
specifically  does  not  agree  that  in  adopting  this  attitude 
he  is  taking  into  account  prior  losses  or  prior  profits  of 
the  owner  of  the  concern  and  that  the  consumer  is  thereby 
sharing  in  profit. 

You  will  recollect,  sir,  that  Mr. 

Hamilton  mentioned  that  if  the  estimates  of  the  remaining 
reserves  should  be  an  error,  that  to  be  conservative  there 
should  be  even  a  greater  depreciation  in  the  past  that 

the  owner  would  be  penalized  and  would  have  an  irrecoverable 
loss.  He  did  not  agree  specifically  to  the  suggestion  that 
the  consumer  would  be  sharing  in  the  profits  as  suggested  by 
Mr.  Chambers. 

MR.  CHAMBERS:  Mr.  McDonald,  I  do  not  want  to  interrupt 

but  in  fairness  to  Professor  Stewart,  did  he  not  say  whether 
that  was  so  or  not  it  was  a  sudden  death  proposition  and  you 
would  have  to  cut  the  line  somewhere. 


MR.  MCDONALD: 


Yes 
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MR.  CHAMBERS:  He  did  not  disagree  with  it, 

MR.  MCDONALD:  Yes,  that  may  be  so  but  in  any  event 

the  argument  did  not  detract  from  his  opinion  that  the 
throughput  depreciation  was  a  proper  application  in  this 
parti  cular  inst  anc  e , 

Dealing  with  hie  point  of  whether 
reserves  should  be  tdcen  into  account,  he  did  point  out  that 
the  establishment  of  a  rate  base  fixed  on  any  other  basis 
m^r  be  such  as  cannot  be  paid  for  from  the  small  amount:  of 
the  reserves  left  in  the  field. 


(Go  to  pafee  6  988) 
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In  other  words  dealing  with  a  wasting 
asset  the  whole  useful  life  of  the  equipment  from  the  date  of 
•  its  installation  until  the  date  when  the  final  gas  would  be 

withdrawn  from  the  reserve  would  bo  taken  into  account. 


CONCLUSIONS  RE  DEPRECIATION 
Now  my  conclusions  with  regard  to  depre¬ 
ciation  are  these.  In  arriving  at  a  conclusion  as  to  the 
method  of  depreciation  to  be  applied  in  this  particular  instance 
I  believe  there  are  three  outstanding  facts  which  are  clearly 
established  by  the  evidence. 

First  -  it  is  clear  that  the  installations 
were  made  with  the  intention  on  the  part  of  the  Royalite 
Company  to  carry  out  the  contract  in  effect  between  the  G-as 
Company  and  that  Company  for  such  period  of  time  as  gas  could 
be  profitably  extracted  from  the  field. 

I  submit,  sir,  that  arises,  and  is  a  plain 
intention  from  the  mere  reading  of  the  contract.  It  was  for 
the  life  of  the  field  and  every  quantity  of  gas  which  could  be 
extracted  by  the  Royalite  Company  was  assured  of  a  market  under 
that  contract  with  the  G-as  Company. 

Secondly  -  that  beoause  of  the  fact  that 
installations  were  madewiththe  prospect  of  being  used  and  useful 
during  the  life  of  the  long  term  contract  for  the  supply  of  gas, 
it  is  reasonable  to  conclude  that  apart  from  tax  and  dividend 
purposes  the  Directors  of  the  Royalite  Company  anticipated  that 
actual  physical  depreciation  would  be  proportioned  to  the  hand¬ 
ling  of  the  entire  reserves  in  the  field  and  would  accrue  on  a 
throughput  basis.  Therefore,  the  finding  by  the  Board  that 
accrued  depreciation  as  at  the  date  of  regulation  should  be 
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calculated  on  a  throughput  basis  is  fully  justified. 

Thirdly  -  the  objection  by  Madison  that 
the  adoption  of  an  accrued  throughput  depreciation  basis  does 
not  take  into  account  monies  spent  on  maintenance  and  replace¬ 
ments  of  a  capital  nature,  which  in  effect  make  the  system 
being  taken  over  under  regulation  as  good  as  new  is  fully  met 
I  submit  by  two  answers: 

(1)  The  reproduction  cost  valuation  in  itself  presupposes 
an  installation  cn  a  new  basis  less  only  due  allow¬ 
ance  for  obsolescence  and  then  depreciation  follows. 

(2)  That  due  allowance  for  excess  maintenance  may  be 
made  by  adding  to  the  depreciated  valuation  a  pro¬ 
portion  for  going  value  of  the  nature  recommended  by 

Mr.  Hill.  This  is  the  course  which  my  clients  are 
recommending  to  the  Board. 

In  other  words,  Mr.  Chairman,  my  clients 
take  the  view  that  Mr.  Hill’s  valuation  is  subject  to  reduction 
because  of  the  obsolescence  of  the  Seaboard  plant  and  because 
of  Mr.  Hill’s  evidence  that  the  plant  has  been  well  maintained 
my  clients  are  in  favour  of  the  addition  of  the  1 to  the 
depreciated  valuation  as  a  measure  of  so  called  going  value. 

And  in  that  connection  I  should  point  out  that  Mr.  Hamilton, 
though  at  first  advocating  -  no,  Mr.  Chairman,  I  should  not 
say  advocating,  at  first  expressing  his  opinion  that  going 
values  should  not  be  taken  into  account  even  in  his  historical 
cost  valuation,  did  at  the  end  of  the  Hearing  point  out  his 
mind  was  not  as  fully  made  up  in  that  regard  as  he  had  pre¬ 
viously  indicated  and  that  he  is  still  of  an  open  mind.  That 
is  at  Page  5313,  Volume  66. 


Mr.  Stewart  deals  with  going  value  at 
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Pages  14  and  15  of  Exhibit  131.  He  includes  the  idea  of 
good  will,  the  value  of  an  established  business  and  what  I 
would  call  the  orthodox  view.  That  is  the  value  of  business 
as  a  going  concern,  the  cost  of  becoming  established  and 
suggests  an  allowance  for  cost  of  becoming  established,  and  say 
the  capital  cost  which  had  not  been  taken  into  account.  But 
my  clients  take  the  view  adopted  by  Mr.  Hill  rather  than  the 
ordinary  orthodox  approach  to  going  value*  They  feel  that 
there  has  been  efficiency  displayed  in  the  erection  of  the 
plant  through  the  association  with  the  engineering  staff  of 
the  Imperial  Company  and  the  thoroughness  of  their  preparations 
which  my  clients  have  had  an  opportunity  of  fudging  over  a 
period  of  many  years  and  I  may  say  that  of  the  Committee  no 
one  took  any  objection  to  a  due  allowance  for  going  value  of 
the  kind  indicated  by  Mr.  Hill. 

Now  with  regard  to  overhead  administration... 
Mr.  Kill,  as  you  will  recollect  allowed  9%,  I  am  in  accord 
with  that  allowance.  It  may  be  very  well  submitted  that  this 
allowance  is  less  than  that  made  in  other  circumstances,  but 
there  is  no  evidence  which  has  been  adduced  which  indicates 
that  this  allowance  is  not  more. than  the  actual  cost  incurred 
by  the  Royalite  Company  and  therefore  must  be  taken  to  be  a 
fair  and  reasonable  one. 

Now  there  is  just  one  thing  I  should  deal 
with  before  leaving  this  point  and  that  is  the  question  of  an 
additional  deduction  from  rate  base  as  established  up  to  this 
point  on  account  of  the  difference  in  operating  costs  as 
between  the  operation  of  the  G-irbotol  plant  and  the  operation 
of  the  Seaboard  plant.  Mr.  Hamilton  submitted  Such  additional 


operating  expense  on  a  basis  of  $7,000.00  to  $8,000.00  should 
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be  capitalized  and  the  amount  thereof  deducted  from  the  rate 
base.  How  my  clients  feel  that  a  party  advancing  a  reproduction 
cost  valuation  must  not  only  accept  the  advantages  that  accrue 
by  that  method  of  valuation,  but  also  the  disadvantages  arising 
from  obsolescence  and  that  the  suggest iyn  of  Mr.  Hamilton  set 
out  at  Page  2649,  Volume  45  and  by  Mr.  Stewart  at  pages  4520 
and  4530,  Volume  57  should  be  adopted  by  the  Board. 

THE  CHAIRMAN:  And  if  another  method  of  fixing  the  rate 

* 

base  is  adopted  by  the*  Board,  then  how  would  the  $>7, 000.00 
item  be  treated.  You  see  you  have  predicated  that  on  repro¬ 
duction  cost,  if  you  take  advantage  of  reproduction  cost. 

DIR.  MCDONALD:  We  must  take  the  disadvantages. 

THE  CHAIRMAN:  Suppose  some  other  basis.  Supposing  the 

Board  said  that  Smythe  &  Ames  is  a  pretty  good  case  notwith- 
stand  the  Hope  Natural  Bas  case  and  then  follow  their  consider¬ 
ation.  Suppose  the  Board  should  do  that  how  should  I  treat 
that  4*7  y  000.00. 

MR.  MCDONALD:  I  must  take  this  view,  that  you  cannot  have 

your  cake  and  eat  it  too.  If  the  original  cost  valuation  with 
the  addition*,  make  it  into  historical  cost  valuation,  is  taken 
and  the  advantages  thereof  accrue  to  the  consumer  or  the  cus¬ 
tomer,  then  they  must  also  take  the  disadvantages  and  one  of 
the  disadvantages  is  that  the  Seaboard  plant  is  somewhat 
obsolete,  So  that  they  will  have  to  go  through.  I  think  it 
must  work  both  ways  and  I  would  suggest  then  that  there  be  no 
deduction  for  the  additional  operating  expense.  They  have  to 
take  the  good  with  the  bad. 

Now,  sir  the  next  item  in  our  rate  base 
is  our  working  capital.  Now  I  must  say  during  the  Hearing 
there  was  considerable  cross-examination  with  regard  to  whether 
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it  would  be  cheaper  to  borrow  money  for  some  items  of  working 
capital  and  for  short  periods.  I  feel  in  reply  to  that  sub¬ 
mission  that  no  Company  should  be  placed  in  the  position  where 
it  must  depend  for  ordinary  working  expenses  on  the  necessity 
of  relying  upon  its  bank.  It  might  be  quite  Justified  to  ask 
the  Company  to  borrow  for  an  unusual  expense  but  not  to  borrow 
for  expenses  which  can  usually  be  foreseen  and  that  any  ordin¬ 
ary  business  man  would  provide  for. 

Now  to  make  it  brief.  I  am  recommending 
to  the  Board  that  the  working  capital  in  the  amount  suggested 
by  Mr.  Hamilton  be  adopted,  at  least  for  this  initial  stage  of 
regulation.  I  feel  that  Mr.  Hamilton  has  demonstrated  that 
his  calculation  of  working  capital  is  fair  and  he  has  made  a 
small  allowance  of  $10,000.00  for  contingencies.  I  would, 
therefore,  suggest  $140,000.00. 

MR.  KARVIE:  Mr.  McDonald.,  doesn’t  his  calculation 

anticipate  there  will  have  to  be  some  bank  borrowings  in  the 
early  stages  ? 

MR.  MCDONALD:  Not  if  you  make  use  of  the  $10,000.00 

contingency  for  a  short  period. 

Now  I  do  that  having  taken  into  account 

the  orthodox  measurement  of  working  capital  made  on  a  l/8th 

basis.  Now  with  regard  to  the  British  American  I  am  also 

adopting  Mr.  Hamilton’s  calculation  of  working  capital.  Now, 

sir,  I  have  worked  out  a  rate  base  for  the  Madison  Company 

according  to  principles  which  I  have  reviewed,  and  also 

operating  statements  for  the  years  1945,  1946,  1947  and  1948, 

STATEMENTS  NOW  REFERRED  TO  AND  FILED, 
MARKED  EXHIBIT  186. 
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I  am  referring  to  Sxhibit  186,  Mr.  Chairman,  now 
and  you  vail  see  that  I  have  taken  the  appraised  value  on 
Hr*  HillTs  basis  less  accrued  depreciation,  and  I  have  adopted 
the  calculations  set  out  by  Mr*  Hamilton  in  XI  H-5  and  XI  H  5A 
in  his  Sxhibit  124*  I  then  deducted  the  allowance  of  excess 
cost  of  the  Seaboard  operations  as  set  out  in  W  H-2B,  leaving 
§1,623,542.00  as  being  the  actual  investment  including  the 
percentage  for  overhead.  I  then  made  an  additional  allowance 
for  going  value  on  the  basis  suggested  by  Mr.  Hill.  He  used 
a  gross  amount  of  §200,000.00,  and  I  have  used  a  straight  10 °jo 
of  the  net  value  of  the  installations.  I  then  added  the 
Oirbotol  royalty,  which  always  appeals  to  me  as  being  a 
child  that  is  not  wanted,  and  it  always  appears  in  strange 
places,  and  then  added  the  working  capital  of  §140,000,00, 
giving  a  total  rate  base  as  of  January  1st,  1944,  of 
§1, 945,622.00. 

Now,  in  turning  to  the  next  page  of  Exhibit 
186,  I  have  taken  the  direct  expense  for  the  year  1945  from 
the  statement  filed  by  Mr.  Smith  as  being  the  actual  direct 
expense  booked  by  the  company  in  1945.  I  have  also  adopted 
the  administration  and  general  expense  in  the  exact  amount 
booked  by  the  company.  I  have  taken  the  direct  depreciation 
at  tho  rate  set  out  in  the  exhibit  of  the  Madison  Company, 
which  was  filed  as  Exhibit  181,  and  I  believe  it  is  4*31jfc* 

I  then  have  taken  the  direct  returns  on  the 
basis  of  ifo  net  or  11*66^  gross.  The  allocation  of  costs 
have  been  made  on  the  volumetric  basis. 

I  might  point  out,  Sir,  that  in  the  $460,831*00 
of  direct  expense  is  included  the  rate  of  return,  the  deprec¬ 
iation,  and  charges  with  regard  to  the  service  units.  In 
arriving  at  the  return  and  the  depreciation,  I  have  calculated 
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the  rate  base  allowing  the  rate  of  return  at  the  mid-point 
in  the  year,  adding  the  additions  on  the  50$  in  each  year, 
taking  50 $  depreciation,  making  my  return  at  that  point, 
and  then  adding  the  additions  for  the  balance,  50 $,  and 
deducting  the  balance  of  the  depreciation  to  arrive  at  the 
new  balance  for  the  first  year,  identical  to  that  followed 
by  the  Uadis on  Company. 

Now,  Sir,  in  the  following  year . 

Ilk. HARVIE:  Mr.  McDonald,  I  wonder  if  I  might 

ask  here,  in  the  latter  columns  you  say  nTo  be  recovered  from 
absorption  plants  and  the  consumers  •  "T. There  do  you  differentiate 
between  Compressor  Plant  No.  1  and  Compressor  Plant  No.  3. 

MR.  McDONALD :  No,  I  am  sorry,  Mr.  Harvie.  I  did 

not  have  space  to  put  my  total  in  there.  It  is  the  division 
between  the  $81,657.00  and  the  ^387,100.00,  comprising  a  total 
of  three  items,  the  Compressor  Plant  No.l,  Compressor  Plant 
No.  3  and  the  gathering  lines.  Those  are  the  parts  that  are 
divisible  between  the  consuming  market  and  the  absorption 
plant . 

UR. HARVIE:  So  that  you  just  took  those  three 

items  and  carried  them  forward  as  one? 
mr.  McDonald:  yes. 

MR.  STEER:  You  have  not  discussed  your  view  of 

the  volumetric  system. 

MR.  McDONALD:  No,  Mp .Steer,  I  am  coming  to  that. 

And  I  have  not  expressed  my  views  on  the  amount  of  the  rate 

of  return,  with  which  I  will  deal  in  a  few  minutes. 

MR.  STEER:  I  presume  that  is  15$. 

THE  CHAIRMAN:  No,  eleven. 

MR.  McDONALD:  The  rate  of  return  is  11.66$,  or 

were  you.  -referring  to  the  amount,  Mr*  Steer? 
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HR •  STEER:  I  was  referring  to  the  allocation  to 

the  absorption  plant. 

MR.HARVIE:  The  allocation  to  the  absorption  plant 

in  this  instance  is  17^42$  on  the  basis  set  out  by  the  exhibits 
filed  by  the  Madison  Company,  Exhibit  158,  in  which  Ur ♦Smith 
explained  the  calculation  of  the  distribution  of  the  wet  gas 
as  between  the  gasoline  plant  and  the  market*  It  is  a 
straight  volume  trie  distribution. 

MR.  STEER:  As  you  interpret  it. 

MR.  UcDONALD:  Yes,  as  I  interpret  it.  The  reason 

that  17 5?  arises  is  that  there  is  the  North  return  fuel  and 
sundry  items  of  sales  which  are  in  addition  to  the  actual 
loss  or  used  up  in  the  absorption  plant  itself.  Now,  in 

t 

the  subsequent  years,  I  used  15$,  whereas  you  will  notice  in 
Exhibit  181  of  the  Madison  Company,  that  they  have  used  some¬ 
thing  in  the  neighbourhood  of  12$. 

MR.  CHAJTHERS :  Why  did  you  use  15$,  Mr .  McDonald? 

I  mean  any  particular  reason? 

MR.  UcDONALD:  No,  just  as  a  guess.  I  would  say 

this.  Up.  Chairman, that  I  do  not  purport  that  these  statements 
are  accurate.  I  have  made  them  up  only  as  an  indication  of 
what  the  policies  which  I  am  sotting  out  may  have  on  the 
over-all  picture. 

THE  CHAIRMAN:  What  you  are  suggesting  is  that  you 

are  a  better  lawyer  than  a  chartered  aocountant? 

UR.  UcDONALD:  Yes,  I  certainly  do  so.  In 

addition  to  that  I  anticipate  that  they  will  be  accurately 
checked  by  the  BoardTs  auditors,  but  I  think  they  are  sufficiently 
accurate  that  any  conclusions  derived  therefrom  aie  within  the 
range  of  one-tenth  of  a  cent,  and  that  is  quite  permissible. 

I  might  also  point  out  that  in  the  direct  expenses  for  1946  I 
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have  allowed  a  decline  of  20J©  from  that  of  1945,  and  in 
1947  I  have  allowed  for  a  further  decline.  I  am  sorry. 
That  should  be  5c/o,  not  20jS. 


MR*  CHAMBERS: 
i.4  R  •  1  j  c  DONALD : 
MR.HARVIE: 

MR.  MCDONALD: 
the  #460,831.00, 
drop  in  1947  to 


What  is  that  in? 

In  the  direct  expense* 

You  allowed  5 °]o  rather  than  20^? 
Yes,  allowed  5 fo  instead  of  20^o  of 
leaving  #437,792.00  in  1946,  and  a  further 
§415,905.00. 


MR.  CHAMBERS:  Again  is  that  an  accurate  figure? 

MR.  MoDONALD':  That  is  a  pure  arbitrary  calculation. 

The  reason  that  I  adopted  that,  Mr*  Chairman,  is  this,  when 
you  examine  the  submissions  set  out  in  the  TrAtT  Schedules  of 
Exhibit  79,  I  believe  it  is,  that  is  the  Madison  9  statements, 
the  Madison  Company  declines  their  direct  expense  in  the 
neighbourhood  of  about  §20,000.00  per  year.  I  personally 
feel  w ith  the  continued  high  wages  and  the  continued  increased 
operating  expenses  that  will  prevail  at  least  for  tho  next 
three  years,  that  the  decline  I  have  made  of  the  direct 

expense  is  reasonable.  If  I  had  adopted  the  forecast  of  the 
Company,  I  believe  it  would  be  even  less  than  what  is  set 
out  here. 

MR.  CHAMBERS :  But  the  figures  you  use  are  not 

based  on  any  evidence. 


MR.  IJcDONALD:  No,  no  evidence,  just  pure  argument. 

I  am  impressed  by  the  fact  that  the  Company  should  estimate 
their  direct  expense  in  the  neighbourhood  of  §400,000.00  in 
1945,  but  when  it  was  actually  incurred  it  was  §460,000.00. 
That  is  an  understandable  increase,  and,  therefore,  we  should 
not  go  back  to  the  original  estimate,  and  we  should  maintain 
the  same  basis  as  before. 
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Now,  administration  and  general  expenses  I 
have  loft  at  $60,453.00  despite  tho  fact  that  the  Company!s 
estimates  as.  set  oat  in  H-9  of  Exhibit.  79,  are  considerably 
higher.  I  feel  that  in  doing  so  I  have  made  due  allowance 
for  contingencies  and  unusual  expenses.  We  know  that  there 
costs  in  connection  with  this  inquiry  that  must  bo  borne  by 
some  of  tho  companies f  and  in  addition  we  are  in  the  first 
three  years  of  regulation  and  it  would  be  my  submission  that 
it  would  be  wiser  to  provide  for  a  surplus  other  than  be 
faced  with  a  deficit  in  our  estimates.  Now,  Sir,  I  would 
like  to,  if  I  may  do  so,  deal  at  two  oT clock  with  the 
allocation  of  the  return,  and  then  I  will  go  on  with  the 
other  rate  bases  following  that. 

THE  CHAIRMAN:  All  right.  Adjourn  to  2  oTolock. 

(The  Hearing  was  then  adjourned  and  resumed  at  2  P.IJ.  ) 
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MR.  MCDONALD:  I  am  going  to  deal  now,  sir,  with  the 

.question  of  the  allocation  of  operating  charges  fo  r  wet  gas 
gathering  and  compressing  as  between  the  absorption  plant 
and  the  market.  Now  the  allocation  of  these  costs  has  been 
one  of  the  most  contentious  points  raised  in  the  Inquiry. 

THE  CHAIRMAN:  Mr.  McDonald,  did  you  say  between  the 

Absorption  Plant  and  the  market? 

MR.  MCDONALD:  Yes. 

THE  CHAIRMAN:  Do  you  not  mean  between  the  well  head  and 

the  a  bs o  rp  ti on  p  la  nt  ? 

MR.  MCDONALD:  No,  I  was  saying  the  allocation  of  oper¬ 

ating  charges. 

THE  CHAIRMAN:  Oh. 

MR.  MCDONALD:  The  operating  charges  between  the 

absorption  plant  and  the  market.  The  composite  of  all  the 
charges  are  between  the  well  head  and  the  market.  The 
charges  are  these  for  gathering  of  wet  gas,  that  is  from  the 
well  head  to  the  absorption  plant  and  now  are  in  existence, 
that  would  involve  gathering  lines  themselves  and  the  com¬ 
pressors  which  in  the  case  of  Madison  raised  the  gas  to  in 
the  neighbourhood  of  525  pounds  and  in  the  British  American 
area  it  would  be  the  gathering  lines  and  compressor  instal¬ 
lations  Which  raise.-  the  pressure  to  in  the  neighbourhood  of 
150  pounds,  what  we  call  the  low  pressure  system,  the  low 
pressure  compressor.  Now  the  evidence  upon  this  point  was 
given  by  Mr.  Hill,  Mr.  Kirkpatrick,  Mr.  Mercer,  Mr.  Stevens- 
G-uille,  Mr.  Donellan,  Mr.  Zinder  and  Mr.  R.  E.  Davis. 

Now  briefly,  Mr.  Hill  favoured  the 
volumetric  theory  of  allocation  of  the  costs  betwe.en  the 
absorption  plant  and  the  market.  Mr.  Kirkpatrick  adopted 
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the  same  allocation  in  his  submissions  and  the  operating 
costs  estimated  -were  on  that  basis,  for  the  Madison  Company. 
Mr.  Mercer  filed  Exhibit  number  98  setting  out  a  similar 
submission  on  the  part  of  the  Royal  ite  Comp  my. 

New  I  gather  from  Mr.  Kirkpatrick's 
evidence  that  if  the  absorption  plant  was  operating  as  such, 
it  would  operate  without  regard  for  peak  load  and  that  a 
much  lesser  installation  of  compressor  capacity  would  be 
required.  Not  only  cajapresmr  capacity  but  also  gathering 
oap  acity  and  the  reference,  sir,  is  page  2233  of  the  record. 
Volume  29.  Now  at  page  2236  (Volume  29)  Mr.  Kirkpatrick 
stated  that  if  the  absorption  plant  was  not  in  operation, 
the  same  cost  fo  r  ga thering  would  be  incurred.  That  is  to 
say  if  the  gas  went  directly  from  the  well  head  to  the  market 
for  market  purposes,  there  would  be  the  same  capacity  of 
gathering  lines  as  are  now  in  place  serving  both  the  market 
and  the  absorption  plant. 

It  should  be  noted,  I  think,1  that 
Mr.  Mercer,  at  page  2641  (Volume  34)  admitted  that  Royalite, 
for  its  own  purposes  and  cariying  on  its  own  bookkeeping 
operations,  allocated  its  own  expenses  amongst  its  depart¬ 
ments  and  followed  three  different  methods  of  allocation. 

The  first  is  that  which  was  followed  in  1944,  namely, 
allowing  Madison  5$  of  the  proceeds  of  the  natural  gasoline 
as  payment  on  account  of  the  gathering  cost  and  (2)  the 
sales  realization  basis  for  the  purpose  of  internal  account¬ 
ing  and  (3)  the  volumetric  basis  advanced  by  the  Company 
at  this  time. 

Now  there  was  some  cross-examination 
of  Mr.  Mercer  and  also  Mr.  Stevens-Guille  with  regard  to  on 
what  basis  were  the  gathering  lines  built.  Were  they 
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actually  built  forgathering  puiposes  for  the  market  or 
gathering  purposes  for  the  absorption  plant.  Now  I  interpret 
the  answer  received  as  being  that  the  lines  were  built; 
having  in  mind  the  general  use  to  which  they  were  to  be  put; 
and  that  there  is  no  real  evidence  as  to  whether  they  were 
put  in  at  any  one  time  for  either  purpose,  but  generally  they 
served  both  purposes. 

Now  with  regard  to  Mr.  Donellan,  sir, 

Mr.  Donellan  yesterday  outlined  the  basis  which  his  Company 
is  prepared  to  adopt  and  I  will  deal  further  with  that  when 
I  deal  with  the  British  American  rate  base. 

Now  I  think  it  should  be  noted  with 
regard  to  Mr.  Stevens -Guill ef s  evidence,  dealing  with  the 
engineering  problem  of  gathering  and  compressing,  that  the 
gathering  syst  on  was  put  in  for  the  purpose  of  insuring  a 
steady  and  continuous  supply  of  gas  and  similarly  the  com¬ 
pressors  were  installed  to  deliver  the  gas  to  the  market  and 
not  for  absorption  plant  purposes.  I  interpret  that  to  mean 
that  tie  325  pounds  pressure  is  not  necessary  fbr  the  ab¬ 
sorption  plant  operation.  The  absorption  plant  is  built  and 
is  functioning  on  that  pressure  but  that  the  real  necessity 
for  the  325  pounds  is  for  the  purpose  of  delivering  gas  at 
the  terminal  points  of  the  transmission  lines  of  the  gas 
company. 

Mr.  St  evens -Gui  lie  emphasized  the 
volumetric  approach  to  the  problem  and  further  pointed  out 
that  for  absorption  plant  purposes,  the  capital  expenditure 
required  would  only  be  for  the  average  dqy*s  supply  and  not 
the  peak  load  capacity  as  high  as  some  80  million  cubic 
feet  which  is  the  peak  load  requirement. 
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Now  the  next  witness  who  dealt  specifi¬ 
cally  w  itli  the  problem  was  Mr.-  R,  2.  Davis.  I  submit,  Mr, 
Chairman,  that  he  approached  the  problem  having  in  mind  more 
what  the  effect  of  his  allocation  is  rather  than  an  attempt 
to  allocate  on  a  basic  principle.  His  evidence  contains 
references  to  the  benefits  that  are  to  be  received  by 
the  plant,  both  the  B.A.  and  the  Madison,  rather  than  the 
principle  of  allocation  based  on  some  cost  basis  oommon  to 
both  plant  and  market.  For  instance,  dealing  with  the  B.A. 
plant,  Mr.  Davis  points  out  that  capital  was  committed  to 
the  plant,  the  absorption  plant,  before  this  present  scheme 
was  proposed  and  there  seems  to  be  no  reason  why  this  scheme 
should  relieve  the  British  Aneri  dan  Company  of  any  costs  to 
which  it  was  already  committed. 

Now  dealing  with  the  ROyalite  plant,  Mr. 
Davis  admits  that  part  of  the  installations  were  put  in  to 
father  gas  for  the  market,  but  he  points  out  that  up  to  1938 
there  was  a  flare  at  the  Royalite  plant  and  that  the  Royal ite 
No,  2  Plant  was  ere  ct  ed  wi  thout  any  connect  ion  wi  th  the  market. 
It  therefore  appears  that  No.  1 ,  and  No.  2  plants  v/ere  both 
profitable.  He  therefore  suggests  the  allocation  of  costs 
should  be  on  the  basis  of  100  parts  to  the  plant  and  90 
parts  to  the  market,  of  a  total  of  190  parts  being  the  gross 
oo  s  t  s , 

He  was  examined  at  page  5505  to  5520 
(Volume  68).  in  answering  Mr,  Chambers*  suggestion  that 
the  only  concern  of  a  utility  is  to  receive  its  full  cost 
ibr  the  services  rendered,  Mr.  Davis  agreed  that  whether  a 
customer  makes  or  loses  money  is  no  concern  of  the  utility; 
but  he  adds  that  he  believes  that  in  fixing  rates  for  various 
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commodities  for  transport  consideration  should  be  given  to 
what  the  service  is  worth  to  the  patron. 

Mr.  Davis  admits  that  the  cost  of 
gathering  dry  gas  and  wet  gas  is  the  same  and  that  the 
utility*s  charges  to  various  consumers  should  not  be 
dis  criminato  ly , 

At  page  5558  (Volume  68),  Mr.  Davis 

admitted  that  the  arithmetical  approach  often  leads  to  a 

conclusion  that  is  not  right.  For  instance  the  suggestion 

made  that  10  plus  90  equals  100  and  the  division  be  made  of 

10/100  and  90/100  is  just  as  reasonable  as  his  suggested 

proportioning  of  100  and  90 

T9U  190 

At  page  5  560  (Volume  68)  Mr.  Davis 

i  • 

admitted  that  there  are  uncertainties  in  dealing  with  the 
problem  on  a  gross  realization  basis.  There  is  the  un¬ 
certainty  of  the  price  of  gasoline  and  uncertainty  in  the 
manufacturing  costs  in  the  plant  and  in  addition,  uncertainty 
in  the  volume  of  gas  that  is  available.  Mr.  Davis,  I  submit, 
finally  agreed  at  page  5563  (Volume  68)  that  the  net  value 
of  the  product  at  the  point  at  which  the  division  is  made  is 
the  governing  feature,  rather  than  the  gross  value  of  the 
product  on  a  realization  basis  of  allocation. 

If  you  will  recollect,  Mr.  Chairman,  I 
put  the  question  to  Mr.  Davis  that  it  was  the  net  value  of 
the  absorption  gasoline  which  should  be  taken  into  account 
at  the  Plant  rather  than  the  gross  value.  In  other  words, 
if  the  gross  value  of  the  product  of  the  plant  was  $300,000. 
and  the  cost  amounted  to  $250,000.  that  the  amount  to  be 
taken  into  account  ibr  realization  and  allocation  would  be 
the  remaining  $50,000.,  that  is  the  net  value  of  the  product. 
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That  will  be  contrasted  to  the  value  of  the  gas  at  some  point 
that  is  et  the  outlet  of  the  absorption  plant; , 

At  page  5615  (Volume  68)  in  discussing 
the  benefits  accruing  from  the  gathering  of  the  gas,  Mr. 

Davis  agreed  that  if  as  a  result  of  its  operations  the 
plant  is  not  profitable  and  there  are  no  net  moneys  accruing 
to  the  owner  then  no  part  of  the  gathering  costs  should  be 
charged  to  the  absorption  plant. 


(Go  to  page  7004) 
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That  follows  from  the  argument  I  mentioned  with 
regard  to  what  is  the  basis  of  division  on  the  benefit  or 
gross  realization  basis. 

And  I  submit,  Up,  Chairman,  the  effect  of  Mr* 

Davis1  evidence  is,  outside  of  putting  forward  a  bare 
arithmetical  formula,  that  he  did  not  substantiate  his  first 
allegation,  that  benefit  actually  should  bo  or  benefit,  as  I 
interpret  it,  the  gross  realisation  basis,  should  be  followed. 

Now,  IvIp.Zinder,  when  he  first  appeared  before  the 
Board,  was  asked  his  opinion  in  regard  to  this  point .  He 
gave  his  offhand  opinion  and  then  asked  for  time  to  consider 
it,  and  on  his  second  appearance  before  the  Board  ho  submitted 
in  writing  a  considered  statement,  and  I  summarized  it  this 
way:  - 

Mp.Zinder  states  that  it  is  fair  to  charge  the 
absorption  plant  with  such  part  of  the  operation  costs  as  are 
attributable  to  the  volume  of  gas  pumped,  as  the  volume  of 
gas  actually  used  up  in  the  absorption  plant  bears  to  the 
total  volume  of  gas  handled  up  to  that  point. 

And  in  the  case  of  the  Madison  Company,  the  not 
effect  of  the-  application  of  this  principle  is  that  the  volu¬ 
metric  proportion  is  the  same. 

Now  on  cross-examination  Mp.Zinder  was  asked  what 
effect  he  would  give  to  the  situation  where  the  peak  load 
differs  from  the  average  volumes  handled  by  the  plant  over 
the  year,  particularly  with  reference  to  the  demand  side  of 
the  quotient. 

Now  I  refer  to  Volume  65,  page  5252,  a  question  by 


Up.  Chambers: 
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TfQ,  As  I  understand  it  from  your  Schedule  "A",  Sheet 
3,  the  proportion  of  the  gathering  charges  which 
you  are  allocating  to  the  Absorption  Plant  are 
based  on  volume  all  the  way  through,  on  both 
sides,  the  Demand  Charges  and  the  Volumetric 
Charges,  is  that  not  the  way  it  works  out? 

A  That  is  the  way  it  works  out,  Ur.  Chambers f  If 
it  happens  that  the  volume  at  the  time  of  the 
peak  differs  from  the  average  volume  over  the 
year,  I  would  have  made  a  difference  in  the  pro¬ 
portion  of  the  Demand  Costs  allocated  to  the 
Absorption  Plant  as  against  the  volumetric  costs. 

Q,  In  other  words,  you  are  regarding  the  fact  that  at 
the  demand  point  the  Absorption  Plant  is  taking 
tho  volume  of  the  peak  amount  and  you  are  regarding 
the  Absorption  Plant  as  being  oo-rcsponsiblo  for 
tho  demand,  along  with  tho  dry  gas  market? 

A  That  is  right." 

Now  the  significance  of  that  evidence,  as  I 
understand  it,  Ur.  Chairman,  is  this,  that  in  the  case  of  the 
Madison  Plant  where  the  demand,  where  the  throughput  is  directly 
related  to  the  market,  actually  used  from  day  to  day,  and 
the  peak  is  created  entirely  by  market  demand,  that  the  volu¬ 
metric,  that  the  proportion  is  tho  same  both  from  the  demand 
and  volumetric  sides,  but  that  in  a  plant  where  the  throughput 
of  daily  average,  that  is  not  affected  materially  by  market 
demand,  that  is  by  the  peak  day  market  demands,  then  the 
demand  charges  should  be  apportioned  on  an  equal  basis, 
that  is,  I  take  it,  tho  50-50,  that  is  50fo  to  tho  market  and 
50$?  to  the  absorption  plant,  and  it  may  bo,  in  my  view,  that 
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that  that  is  one  difference  between  the  absorption  plant  of 
the  Madison  Company  and  the  British  Aob  rican  Company# 

Then  at  page  5271,  Volume  65,  we  questioned 
Mr# binder  with  regard  to  the  allocation,  having  in  mind  the 
benefits  received. 

Mr.  Zinder  agreed  that  the  general  principle 
where  service  has  been  given,  there  would  be  implied  a  rate 
of  roturn  to  the  person  who  performed  the  service,  but  if 
this  service  is  not  evaluated  scientifically,  then  you  can 
value  it  on  the  basis  of  the  service  up  to  100$  and  it  becomes 
a  matter  of  personal  judgment  within  the  limits  of  the  money 
available . 

Dealing  with  benefits,  Mr .Zinder  points  out 
the  difference  in  established  benefits  are  such  that  it  should 
not  be  followed  if  any  type  of  scientific  approach  can  be 
found  and  he  suggests  that  his  theory  of  allocation,  which 
is  not  a  theory  but  a  practice,  it  is  a  practice  followed 
in  many  other  industries,  is  the  soundest  method  of  allocation. 

Now  to  summarize,  Mr*  Chairman,  I  submit: 

(1)  That  there  is  no  evidence  upon  which  to  base 
any  method  of  allocation  resting  upon  a  division 
of  costs  by  weight,  of  the  product. 

(2)  That  the  arithim  t ical  formula  first  stated  by 

Mr .Steer  during  cross-examination  and  adopted  by 
Mr*  Davis,  is  not  supported  by  any  sound  reason 
and  outside  of  the  fact  that  it  is  an  arbitrary 
method  of  division,  has  no  more  merit  than  a 
similar  arithmetical  formula  that  15  plus  85 
equals  100. 
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(3)  That  there  is  no  basis  upon  which  to  establish 
a  division  of  costs  with  relation  to  the  gross 
realized  value  of  the  products  obtained  by 
processing  in  the  absorption  plants,  namely, 
residue  gas  and  absorption  gasoline.  If  both 
products  were  regulated  there  may  be  some  justi¬ 
fication  for  this  approach,  but  there  is  no 
means  whereby  the  price  of  absorption  gasoline 
can  be  regulated,  with  the  result  that  the  oost 
of  the  gas  will,  in  effect,  vary  without  regard 
to  any  factor  related  to  it. 

There  is  the  further  point  that,  as  Hr*  Davis 
admitted,  gross  realization  is  not  a  fair  basis  as  it  could 
oasily  follow  that  the  absorption  plant  could  not  be  operated 
at  a  profit  and  the  cost  would  be  borne  1 00°/o  by  the  gas  market, 
and  finally: 

(4) 1  submit  that  the  volumetric  method  used  by  Madison, 
supported  by  its  submission,  is  a  fair  basis  of 
division.  This  method  is  supported  by  Mr*  ZinderTs 
theory  of  demand  and  volumetric  allocation.  I 
agree  that  in  respect  to  the  Madison  absorption 
plant  with  Mr.  Stevens-G-uille  Ts  evidence,  that  the 
plant  was  installed  of  a  size  and  quality  sufficient 
to  process  the  volumes  required  for  peak  load 
rnarkGt  purposos  as  contrasted  to  a  plant  required 

to  process  on  an  average  daily  basis  the  annual 
gas  load. 

Then  following  that  statement  with  regard  to 
the  Madison,  Mr.  Chairman,  which  I  used  and  applied  as  the 
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statement  in  the  filing  of  Exhibit  158, 

Now  I  will  deal,  IvJr.  Chairman,  with  the  British 

American . 

THE  CHAIRMAN:  Mr.  McDonald,  I  wonder  if  I  am  a 

little  dull  this  afternoon. 

L>.ZinderTs  formula  and  Uadi  son  rs 
formula  are  quite  different,  are  they  not? 

UR.  UcDONALD :  They  have  the  same  results  as  applied 

to  the  i:adisonfs  plant. 

THE  CHAIRMAN:  Then  why  bother  with  all  the  formulae, 

I  mean  I  do  not  want  to  waste  a  lot  of  time  on  Mr.ZinderTs 
formula  if  tho  result  is  the  same. 


UR.  MqDONALD:  Oh,  in  regard  to  the  Madison  plant 

but  not  in  regard  to  the  British  American,  and  that  is  why  I 
diffoi ent iated  between  tho  two. 

THE  CHAIRMAN:  So  you  are  advocating  in  the  case 


of  Madison,  85  and  15? 
mr.  McDonald: 
amount,  that  is  so. 

MR  .  EAR  VIE : 

THE  CHAIRMAN: 


Yes,  or  relative  figures  of  that 

But  not  on  the  Ziixler  formula. 

No,  that  is  only  applicable  to  the 


B*A.  apparently. 

MR.  HARVIE:  I  was  wondering  as'  to  that. 

MR.  McDONALD:  As  applied  to  the,  -  the  Hinder  foimula 

as  applied  to  the  British  American,  that  is  as  I  apply  it. 

MR.  CHAMBERS :  Pardon  me  for  interjecting,  Mr* 

ZinderTs  evidence  or  formula  is  exactly  what  we  applied  and 
my  question  to  him  was  this,  and  I  thought  I  tried  to  make  it 
clear  in  my  argument,  that  while  we  wore  not  responsible  for 
the  peak,  that  by  adopting  that  volumetric  basis,  we  entered 
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wholeheartedly  into  the  problem  and  went  further  than  we 
should  have  or  we  were  bound  to  go. 

THE  CHAIRMAN:  What  still  troubles  me  is  the  fact 

that  before  this  Act  was  psassed  the  absorption  plants  stood 
all  the  gathering  costs  of  gas  and  by  the  enactment  of  this 
Act  they  are  put  in  a  more  beneficial  position  than  they 
were  in  befo  re  . 

MR.  CHAMBERS:  Other  people  have  found  themselves 

in  the  same  position?  as  a  result  of  legislation. 

MR.  MCDONALD:  Well*  my  views  as  to  that  are  these? 

that  with  regard  to  the  Madison  plant  we  are  not  in  a 
position  to  say  whether  it  did  or  did  not  absorb  all 
gathering  costs.  From  the  statements  which  have  been 
made?  I  think  they  show  that  the  gathering  costs  have  all 
been  apportioned  in  the  Royalite  set-up  between  the  gathering 
of  gas  and  the  absorption  plant.  There  is  no  doubt  whatever 
as  regards  the  Gas  &  Oil  Refineries  plant  and  the  B.a.  plant 
that  your  s  tat  orient  is  correct. 

Now,  sir? . 

THE  CHAIRMAN:  And  the  logical  result  of  that  is  that 

the  people  of  Calgary  may  be  called  upon  to  pay  a  price  for 
gas  and  out  of  that  these  utility  companies  make  more  money 
than  they  made  before?  because  of  that  allocation. 

MR.  EAR  VIE :  Not  the  utility  companies. 

THE  CHAIRMAN:  All  right,  I  find  it  difficult  to 

distinguish  between  them?  Mr.  Harvie. 

MR.  MCDONALD:  That  might  be  the  result. 

Now  we  come  to  the  British  American  plant? 
which  is  a  different  proposition?  and  I  take  it?  rightly  or 
wrongly?  I  hold  this  view  that  the  Royalite  Company  in  1921 


03-7 


Argument  by  Mr.  McDonald. 

-  7010  - 

entered  the  gas  business  primarily.  That  w as  its  business 
and  since  that  date  it  has  developed  a  business  w  hich  is 
actually  delivering  gas  to  the  Gas  Company;  including  these 
gathering  lines  and  these  compressors,  and  that  therefore  they 
have  been  applied,  aid  I  presume  a  due  proportion  of  their 
oo st  has  also  been  that  they  attach  to  this  gathering  system* 
related  to  the  income  that  they  get  from  the  gas.  That  is 
one  phase  and  one  situation  and  then  we  come  to  the  other 
class  and  that  is  an  entirely  different  proposal,  an  entirely 
different  state  of  affairs. 


(Go  to  page  7011) 
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and  I  differentia te  and  intend  to  apply  to  the  British 
American  plant  what  I  consider  is  the  Zinder  formula  and 
%  in  so  doing  I  hope  to  meet  this  question  of  a  fair  dis- 

tribution  of  costs  as  between  the  consuming  market  end  the 
absorption  plant  and  the  producers  connected  to  it. 

Now,  sir,  I  reach  the  question  of  the 
rate  of  return.  This  is  I  think  possibly  one  of  the  most 
important  points  because  of  the  reason  thntthe  rate  of  return 
and  the  earnings  of  these  companies  accumulated  over  the 
life  of  this  plant  in  this  field  will  amount  to  a  very  very 
considerable  amount  of  money.  A  difference  of  ifo  will  mean 
a  very  great  difference  to  the  parties  involved.  I  have 
used  a  rate  of  return  of  7 fo  net,  and  11.66  cents  gross. 

Now  as  I  understand  the  rate  of  return 
may'  be  defined  as  that  percentage  of  the  rate  base  that 
the  utility  is  entitled  to  earn  for  interest,  dividend  pay¬ 
ments  and  related  requirements.  It  is  further  described  as 
the  product  of  rate  baso  and  the  rate  of  return  is  the  return 

or  the  fair  return  which  is  the  residual  amount  remaining 

after  operating  expenses,  taxes  and  depreciation  expenses 

i 

have  been  deducted  from  gross  earnings. 

THE  CHAIRMAN:  Mr.  McDonald,  I  have  the  feeling  I  am  not 

interested  in  what  dividend  has  been  paid. 

MR.  MCDONALD:  No,  I  do  not  think  it  has  any  effect  on 

establishing. . . • 

THE  CHAIRMAN:  I  thought  you  mentioned  dividends. 

MR.  MCDONALD:  Yes,  that  is  part  of  what  can  be  done 

with  the  money  when  they  get  it.  Now  I  am  not  going  to 

labour  the  point.  I  submit  that  the  best  definition  of 
what  is  involved  in  return  is  that  set  out  in  the  leading 
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case  in  the  United  States,  that  is  the  Blue  fie  Id 

case.  I  am  going  to  read  what  the  testbook  writers  say  is 

the  finding  in  that  case;-  or  part  of  it  and  that  part  is 

this;*- 

"A  public  utility  is  entitled  to  such  rates  as  will 
permit  it  to  earn  a  return  on  the  value  of  the 
property  which  it  employs  for  the  convenience  of  the 
public  equal  to  that  generally  being  made  at  the  same 
time  and  in  the  same  general  part  of  the  country  on 
investments  in  other  business  undertakings  which  are 
attended  by  corresponding  risks  and  uncertainties, 
but  it  has  no  constitutional  right  to  profits  such  as 
are  realized  or  anticipated  in  highly  profitable  enter¬ 
prises  or  speculative  ventures." 

Now  I  must  point  out  Mr.  Chairman,  we  are 
not  dealing  with  constitutional  rights  here,  but  I  do  want 
to  emphasize  this: 

"But  it  has  no  constitutional  right  to  profits  such 
as  are  realized  or  anticipated  in  highly  profitable 
enterprises  or  speculative  ventures," 

I  would  leave  out  constitutional  applying 
it  to  our  situation  and  it  has  no  right  to  prof itsrealized  or 
anticipated  in  highly  profitable  enterprises  or  speculative 
ventures.  And  the  reason  I  mention  that  is  because  in  attempt¬ 
ing  to  arrive  at  what  is  a  rate  of  return  for  these  particular 
businesses  the  comparative  feature  has  been  emphasized  by  one 
or  more  of  the  parties  and  I  then  come  to  a  consideration  of 
what  is  the  evidence  before  the  Board. 

We  find  that  Mr.  Kirkpatrick  introduced 
for  Madison  the  rate  of  9-§ He  stated  that  apurt  from  his 
instructions  he  personally  thought  that  the  risk  involved  in 
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the  gas  business  substantiated  his  own  judgment  that  9%/>  is  a 
proper  return.  He  referred  to  the  G-as  Company  being  allowed 
8-J$.  He  admitted  the  Royalite  Company  had  actually  paid  on 
the  market  value  of  its  shares  5 fo.  I  might  point  out,  sir, 
that  I  do  not  place  any  reliance  upon  what  is  paid  by  way  of 
dividends  as  being  an  indication  of  what  the  rate  of  return 
should  be. 

Mr.  Donellan,  in  his  evidence,  and  through 
Counsol  yesterday,  supported  his  application  for  9 %/o  for  the 
British  American  Utilities  on  the  basis  that  his  Company  had 
earned  over  an  average  of  seven  years  9.08^  on  its  invested 
money  from  Canadian  operations.  Now  the  only  thing  I  have  to 
say  about  that,  Mr.  Chairman,  is  this,  that  the  British 
American  Company  is  interested  in  many  fields  of  endeavour, 
many  of  them  which  are  highly  profitable  enterprises  and  many 
of  them  which  are  speculative  ventures  and  I  suggest  that 
earnings  achieved  from  such  ventures  should  not  be  taken  into 
account  in  establishing  the  rate  of  return  for  a  utility  such 
as  the  British  American  Utilities.  That  Company,  we  know, 
from  the  evidence  submitted  did  not  make  any  money  from  the 
operation  of  the  absorption  plant  in  Turner  Valley.  There¬ 
fore  it  must  have  made  much  more  money  in  other  operations, 
many  of  them  probably  highly  speculative  and  many  of  them  in 
ordinary  profits. 

« 

THE  CHAIRMAN :  You  can  put  it  this  way  too,  that  any  of 

those  companies  make  not  only  the  wholesale  profits  but  a 
retail  profit  as  well  and  in  other  businesses  they  make  on  the 
one  but  not  on  the  both. 

MR.  MCDONALD;  That  is  all  I  have  to  say  about  Mr. 

Donellan’ s  proposal. 
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Then  we  come  to  Mr.  Baker  and  he  bases  the 
rate  of  return  on  the  information  received  from  the  Statistical 
branch  of  the  Bank  of  Canada. 

Now  a  11  I  have  to  say  about  that  is  this. 

The  only  way  a  person  can  make  the  9 $  indicated  by  that 
statistical  summary  would  be  to  invest  that  money  in  every 
one  of  those  678  companies.  I  submit  that  the  result  of  9.04^ 
is  purely  a  mathematical  result.  It  indicates  to  my  mind  the 
danger  of  using  averages  and  placing  too  much  relianoe  upon 
them. 

THE  CHAIRMAN:  Then  do  not  get  into  a  milk  inquiry,  Mr. 

McDonald. 

MR.  MCDONALD:  No  sir. 

By  way  of  comment,  Mr.  Baker  freely  admitted 
on  Page  2929,  Volume  28 tha t  if  the  book  value  used  in  this 
statistical  summary  was  less  than  true  value  the  return  would 
not  be  as  indicated  and  if  in  fact  the  value  was  doubled  the 
rate  of  return  actually  earned  would  be  halved.  In  other  words 
the  9,04^  if  related  to  a  minimum  value  indicated  by  the  books 
of  the  company  would  in  fact,  if  the  proper  value  was  placed 
on  the  equipment, be  only  4.5$. 

Now  Mr.  Baker  at  Page  2974,  Volume  59, 
admitted  that  the  net  earnings  of  composite  groups  of  stock 
In  Canada  at  the  relevant  period  varied  from  5.94 fo  to  4.42 
Now  this  is  a  reference  to  Exhibit  112,  which  was  a  copy  of  a 
page  from  the  Financial  Post  in  which  was  set  out  two  groups  of 
investments.  One  I  believe  was  called  the  McNab  and  the  other 
has  just  escaped  my  mind.  But  these  two  groups  were  based  on 
the  activities  and  the  earnings  of  industrial  stocks  in 
Canadian  Exchanges  and  I  think  they  are  a  fair  cross  section 
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of  what  money  prudently  invested  would  bring. 

Now  I  must  emphasize,  Mr.  Chairman,  that 
these  are  net  earnings  received  by  way  of  dividends  that  are 
reflected  in  these  two  figures,  3.94$  and  4.42^  and  that  the 
Companies  may  in  fact  have  earned  a  great  deal  more  money 
which  is  retained  in  the  Company  for  investment,  but  if  a 
person  was  going  out  to  invest  his  money  that  is  what  he  would 
receive  for  money  invested  in  industrial  stock  in  the  relevant 
period. 

Now  a  question  by  Dr.  Boomer  at  Page  3007, 
Volume  39,  Mr.  Baker  admitted  that  the  securities  of  the  Calgary 
Gas  Company  and  the  Edmonton  Gas  Company  were  at  a  premium  and 
were  issued  at  6 %  and  4-§ $  respectively. 

THE  CHAIRMAN:  That  was  the  preferred  stock  and  the  bonds  ? 

MR.  MCDONALD:  Yes,  the  Calgary  Gas  Company  is  a  preferred 

stock  issue  6 °/o  preferred  and  the  Edmonton  Gas  Company  is  a  bond 
issue  paying  4 -§$  per  annum. 

Now,  sir,  I  might  state  here  that  I  do  not 
intend  to  make .  a nything  of  the  suggestion  made  t  to  Mr. 

Baker,  Mr.  Hamilton  and  Dr.  Stewart  with  reference  to  the  fact 
that  the  Madison  Company  and  the  British  American  Company  are 
financed  on  a  common  share  basis,  rather  than  a  basis  of  bond 
issue  and  common  stock.  I  feel  that  is  a  matter  of  internal 
management  and  that  the  Company  is  entitled  to  raise  this 
money  in  any  way  it  sees  fit. 

THE  CHAIRMAN:  I  agree  with  that  Mr.  McDonald, 

but  would  not  the  method  of  financing 
have  some  relation  to  the  rate  of  return. 

MR.  MCDONALD:  Yes,  it  has  this  relation  and  the  reason 

why  I  make  that  suggestion  is  this  that  ordinarily  public 
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utility  companies  are  financed  by  bond  issues  which  are  sold 
to  the  public  through  brokers  and  in  turn  through  salesmen 
with  the  result  that  there  is  a  financing ’cost  incurred.  Ih 
this  particular  instance  and  in  both  these  instances  the  money 
has  been  raised  free  from  any  type  of  financial,  cost  with  the 
result  that  there  has  been  a  saving  of  those  costs  which 
otherwise  might  very  well  be  placed  in  the  rate  base  as  part 
of  the  going  value  or  some  other  phase  of  organization  of  the 
Company  and  would  be  properly  charged  to  the  rate  base.  That 
is  the  thought  I  had  in  mind  there. 

(  Go  to  Page  7017  ) 
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I  feel,  Sir,  that  the  question  of  whether 
this  is  a  bond,  issue  or  not  nay  have  some  bearing  in  the  mind, 
of  the  Board  when  it  comes  to  consider  the  rote  of  return  plus 
the  matter  of  income  tax.  Throughout  this  Hearing  we  have 
dealt  with  income  tax  on  the  minimum  of  4 Ofo  and  it  has  been 
conceded,  I  suggest,  that  the  tax  in  the  minimum  amount  is 
the  proper  cost  of  operations.  Now,  if  because  of  the  mothod 
of  financing  the  tax  is  unduly  increased  I  think  it  should  be 
taken  into  account,  but  having  in  mind  the  cheapness,  as  it 
were,  of  the  capital  raised  in  those  instances,  there  is  no 
olonont  of  additional  consideration  that  should  be  applied 
in  these  particular  companies. 

THE  CHAIRMAN:  Correct  me  if  I  am  wrong  in  this, 

Hr.  McDonald,  that  if  you  had  a  preferred  stock  it  would  not 
affect  your  income  tax  at  all*  and  if  you  had  a  bond  issuo 
your  bond  interest  would  bo  deductible  before  the  computation. 
MR*  McDONALD:  Y0s,  before  the  computation.  The 

part  of  the  record  with  regard  to  that  point,  Mr.  Chairman, 
is  the  evidence  of  Mr.  Baker  at  page  2947,  Volume  38,  where 
he  stated  that  he  investigated  the  possibility  first  of  all 
of  placing  a  debenture  trust  mortgage  on  the  undertaking  and 
the  Madison  Company.  He  advised  that  he  was  informed  by 
his  engineers  that  there  were  not  enough  substantial  recover¬ 
able  assets  which  in  the  event  of  foreclosure  could  be  sold  to 
satisfy  the  mortgage  of  an  appreciable  amount.  Nov;,  that 
gave  rise  then  to  the  consideration  that  possibly  the  capital 
could  be  raised  on  the  basis  of  50 fo  bond  and  50fo  common  stock, 
and  it  was  Mr.  Hamilton Ts  view,  as  set  out  at  page  4868, 

Vilune  61,  of  the  record.  And  in  coming  to  a  conclusion  with 
regard  to  that,  Mr.  Chairman,  frankly  I  feel  that  the  net  of 
7 )o  is  the  minimum  rate  to  be  sot  and  that  in  arriving  at  that 
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I  havo  taken  into  account  those  minor  considerations,  which 

% 


have  been  mentioned 
THE  CHAIRMANS 
MR.  MCDONALD: 


How  do  you  arrive 
That  is  just  what 


at  it,  Mr*  McDonald? 
I  an  coming  to, 


Sir. 

THE  CHAIRMAN:  All  right. 

MR.  McDONALD:  I  feel  that  we  havo  got  to  start 

to  ascertain  the  rate  of  return  to  be  applied  to  these 
particular  companies  from  the  ground  up.  Now,  at  page  21, 
of  Exhibit  131,  Professor  Stewart  deals  with  the  principles 
applicable  to  determining  the  rate  of  return.  He  emphasizes 
that  the  rate  of  return  cannot  be  determined  without  reference 
to  other  aspects  of  regulation,  including  the  method  of 
determining  the  rate  bese.  He  further  states  that  the 

risk  factor  is  affected  by  decisions  regarding  the  allowable 

/ 

expenses,  the  provisions  for  depreciation  and  the  measurement 
of  the  rate  base.  He  points  out  that  reproduction  cost  at 
a  tine  of  high  prices  and  wages  decreases  the  element  of  risk 
associated  with  price  fluctuation.  A  generous  allowance  for 
overhead  may  warrant  a  moderate  rate  of  return.  Also  tho 
method  on  which  gains  or  losses  are  treated  by  tho  Board, 
whether  losses  may  be  recovered,  that  is  to  say  out  of  the 
future  earnings,  or  whether  excess  earnings  are  placed  in 
reserve,  all  of  which  affect  the  risk  and  the  chances  of 
a  net  return  to  the  investor. 

Then  he  deals  with  the  physical 
hazards,  the  possibility  of  changes  in  methods,  the  possi¬ 
bility  of  changes  in  prices,  and  thG  possibility  of  changes  in 
the  methods  of  administration  and  the  policies  affecting  the 


utilities  • 


And  then  he  comes  to  what  I  think  is 
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the  important  point,  as  to  where  are  the  comparable  invest- 
nebts.’  He  admits  they  are  difficult  to  find,  and  that  they 
cannot  be  found  in  unregulated  competitive  businesses,  unreg¬ 
ulated  monopolistic  businesses,  or  where  imperfect  competition 
does  not  prevail.  And,  thirdly,  the  rates  allowed  in 
other  cases  may  not  induce  investment  in  a  particular  case. 

In  other  words,  moneys  invested  in  other  properties,  where 
the  same  investors  would  hesitate  to  put  their  money  in  the 
particular  utility. 

Nov;,  Professor  Stewart  defines  pure  interest 
at  page  4487,  Volume  57,  as  being  that  rate  of  interest  of 
'pominion  Government  securities,  as  being  securities  which  have 
the  least  risk.  Then  I  also  point  out, Sir,  that  in  looking 
for  comparable  returns,  and  I  put  to  Professor  Stewart  several 
classes  of  business  which  are  in  active  operation  in  this 
area,  he  pointed  out  that  the  businesses  that  I  put  to  him, 
the  grocery  business,  the  liquor  business,  the  wfcteat  elevator 
companies,  otherwise  stable  businesses,  are  really  susceptible 
to  investment  of  speculative  capital,  of  a  different  type 
than  that  invested  in  the  utilities.  He  admits  that  telephone 
utilities  would  be  a  close  comparison.  Similarly  electrioal 
enterprises.  But  he  states  in  those  two  types  of  busiiE  ss 
there  is  less  risk  than  in  the  gas  business. 

I  might  point  out  that  having  Govern¬ 
ment  telephone  companies  we  have  no  comparison  there. 

THE  CHAIRMAN :  I  can  tell  you  the  comparison,  Mr. 

McDonald,  because  they  happen  to  be  subject  to  the  jurisdiction 
of  this  Board. 

HR.  MCDONALD:  Yes. 

THE  CHAIRMAN:  It  is  just  during  the  last  few  years 

that  thoy  have  even  earned  their  depreciation. 
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MR.  MCDONALD:  Yes,  Irealise  that.  Now,  with 

regard  to  the  eleotrioal  enterprise,  the  only  relative  one 
is  not  regulated  in  this  area  in  the  sense  of  a  publio 
utility  of  this  nature,  so  that  we  have  no  comparison  there. 

Professor  Stewart  at  page  4506, 

Volume  57,  definitely  states  that  the  investment  of  a  company 
of  its  own  funds  in  its  own  utility  enterprise,  as  contrasted 
to  its  general  business,  is  not  a  comparable  alternative  for 
investment.  They  are  now  comparable  investments,  he  says. 

I  mention  that  to  support  my  argument  previously  that  the 
British  American  proposal  is  not,  I  believe,  sound. 

Nov/,  it  should  be  pointed  out  here 
that  Professor  Stewart  raised  this  point,  which  I  think  is  of 
importance,  that  in  the  ordinary  course  the  investor  investing 
in  bonds  of  a  utility  company  could  find  a  ready  market 
and  dispose  of  these  bonds.  I  have  reference,  for  instance, 
to  the  G-as  Company  bonds,  the  Calgary  Gas  Company  preferred 
shares  and  the  Edmonton  Gas  Company  bonds.  But  in  this 
particular  instance  the  Royalite  Company  invested  in  Madison 
and  the  British  American  Company  invested  in  the  B*A.  Utilities 
and  I  fool  they  would  have  a  difficult  time  to  readily  go 
on  tho  market  and  raise  money  they  have  invested  by  sale  to 
purchasers . 

Now,  there  is  one  point  that  Professor 
Stewart  raised,  and  that  is  in  the  case  of  a  wasting  asset 
with  a  diminishing  rate  base,  that  the  risk  to  the  investor 
should  be  reduced. 

Now,  if  you  asked  me,  as  you  did  a 
moment  ago,  as  to  why  I  choose  7 fo,  Mr.  Chairman,  I  night  say 
that  we  have  only  two  companies  which  are  in  the  nature  of 
their  business  somewhat  comparative.  One  is  the  Calgary  Gas 
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Company,  doing  business  and  in  business  sinoe  1921,  having 
a  rate  of  return  of  8 Now,  my  submission  with  regard 
to  that  is  this,  that  that  Q^°/o  was  set  about  the  year  1921, 
confirmed,  I  believe,  in  1926,  and  again  in  1931,  and  it  was 
set  having  regard  to  the  circumstances  that  were  applicable 
to  the  business  of  the  Gas  Company  at  that  period.  We  have 
in  evidence  before  us  the  judgment  of  the  Public  Utility 
Commissioners  in  which  they  sot  out  their  reasons.  Now, 
briefly,  I  feel  that  the  reasons  are  these: 


In  1921  the  Gas  Company  was  in  a 


position  in  which  its  life  was  very  limited,  practically  a 
year  or  so  to  go.  We  know  that  it  is  reflected  in  the 
statements  I  referred  to  this  morning.  Therefore,  a  finding 
of  8-Jfo  at  that  time  was  fully  justified  by  the  risk  inherent 
in  the  investment  that  was  made. 


In  1926  there  was  still  considerable 


risk  involved  in  the  Gas  Company  operations.  Turner  Valley 
at  that  time  had  not  yet  been  fully  developed. 


In  1931  we  find  that  the  risk 


with  respect  to  the  Gas  Company  was  emphasized,  and  I  may 
say  very  effectively.  You  will  recollect,  Mr •Chairman, 


that  in  the  judgment  of  the  Board  they  referred  to  the  fact 


# 


that  the  evidence  not  only  of  the  Gas  Company  witnesses,  but 
also  of  the  City,  was  that  Turner  Valley  would  cease  to  be  a 
source  of  supply  for  the  Calgary  Gas  Company  within  a  very 
few  ysars • 


(Go  to  page  7022) 


T-4-1  3  p.m. 

Argument  by  Mr.  McDonald. 

-  7022  - 


I  think  they  vary  around  3  to  7  years*  Under  -tJafise  circum¬ 
stances  I  feel  that  8 -Ifi  to  the  Gas  Company  was  possibly 
justified.  I  am  thinking  of  a  comparison  to  our  own 
particular  case. 

Now  from  1931  on*  I  can  only  s  sy  that 
the  rate  of  return  of  8 is  not  a  regulated  rate  of 
return.  It  is  a  rate  of  return  which  the  Gas  Company  has 
enjoyed,  I  suggest,  purely  because  of  negotiations  which 
have  been  carried  on  by  the  Gas  Company  with  the  officials 
of  the  City  of  Calgary*  and  resulting  from  these  negotiations 
from  time  to  time  there  have  been  substantial  reductions  in 
the  rate  base  and  substantial  reductions  in  the  prices  paid 
fbr  gas.  But  I  feel  that  in  none  of  those  negotiations  has 
the  question  of  what  is  a  proper  rate  of  return  to  be  earned 
by  the  Gas  Company  received  consideration,  having  in  mind 
the  fact  that  with  conservation  in  Turner  Valley,  the  life 
of  the  field  has  been  extended  not  from  5  years  or  3  years 
as  Ralph  Davis  so  emphatically  stated  in  1931,  but  to  1974, 
and  therefore  the  element  of  ilsk  as  between  the  Gas  company 
in  1931  and  the  element  of  risk  that  now  exists  with  regard 
to  the*  rate  of  return  has  been  reduced  to  such  an  extent 
that  I  would,  as  a  consumer  of  gas,  certainly  feel  that 
6  </,  or  at  the  most  &%f/0  would  be  quite  adequate  fo  r  t  he  Gas 
Company  at  this  date. 

Now  dealing  with  the  Valley  Pipeline 
Company  which  has  a  rate,  I  believe,  of  &f0>  there  are 
equally  relevant  considerations.  Firstly,  the  business 
as  it  were  has  a  life  which  possibly  will  expire  from  a 
point  of  profitability  very  close  to  1951.  There  is  a 
difference  in  time.  The  risk  is  inherent  and  I  think 
that  the  differentiation  of  1$  which  I  have  made  between 


\ 


i 


. 


■ 


. 


c 


T-4-2 


Argument  by  Mr,  McDonald  , 

-  7  0  23  - 


what  we  are  asking  in  this  gas  business  and  in  the  oil 
transportation  business  is  justified. 

Now  returning  to  why  I  select  7$,  I  have 
set  out  the  reasons  why  I  have  subtracted,  as  it  were,  from 
the  two  prevailing  rates,  looking  at  the  rates  which  investors 
ca£  earn  by  purchasing  shares  on  the  market  in  widespread 
industrial  concerns,  varying  say  from  4  to  5  per  cent.  We 
must  add  to  that,  sir,  that  additional  earning  which  is  not 
reflected  in  dividends,  nemely,  money  carried  through  for 
re-investment  and  added  to  that  from  3  to  2  per  oen  t  as  a 
reasonable  addition.  We  then  arrive  at,  roughly,  6%  and  then 
the  question  of  risk  involved  in  field  operations  in  Turner 
Valley  mu sfc  be  taken  into  account.  Every  witness  examined 
on  the  point  stated  definitely  that  there  was  a  larger 
element  of  risk  in  field  operations  serving  one  field,  as 
compared  to  a  distributing  system  in  the  gas  tu  si  ness  which, 
has  an  assurance  of  supply  of  gas  from  other  sources  at 
some  time  in  the  future,  more  assurance  than  the  field  utility 
has  that  its  equipment  will  ever  be  used  in  another  field. 

In  allowing  for  this  differentiation  I 

built  up  to  7$. 


Then  I  can  only  express  the  view,  too, 
that  the  Committee  who  instructed  me,  comprised  of  from  8 
to  11  business  men  engaged  in  several  lines  of  business 
in  addition  to  the  oil  business,  think  in  their  own  judgment 
that  7%  is  reasonable,  not  inordinate  but  at  the  same  time 
Is  a  just  and  liberal  rate  of  return  for  these  particular 
utiliti  es. 

Then  to  summarize,  Mr.  Chairman,  I  feel 
that  the  rates  of  return  fixed  at  other  times  and  other  periods, 


/ 
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having  in  mind  other  factors  of  risk  both  in  supply- and 
market  for  gas  and  oil  are  not  applicable  today.  In  other 
■words  the  rate  of  return  of  8-jj$  to  the  Gas  Company  and  8 f0 
to  the  Valley  pipeline  Company  were  fixed,  having  regard 
to  the  particular  facts  and  circumstances  at  the  time  the 
return  was  adjudicated  upon.  I  think  that  the  Board  should 
now  look  at  the  evidence  before  it,  and  the  rate  of  return 
expected  by  investors  at  the  present  time,  namely  4 %f0  and  6$ 
and  allow  for  some  increase  in  risk  because  of  the  fact  the 
utilities  are  field  utilities  serving  one  source  of  supply. 

It  is  in  consideration  of  this  latter  item  that  my  clients 
have  endorsed  fo  r  submission  to  the  Board  the  7 f0  net  return 
as  being  reasonable  for  field  utilities. 

Now,  Mr.  Chairman,  in  this  submission  I 
do  not  want  to  overlook  the  argument  advanced  by  Mr.  Chambers 
that  there  is  a  greater  risk  in  respect  of  a  n  investment  in 
field  utilities  than  is  apparent  from  the  evidence  now  befb  re 
the  Board.  He  referred  to  the  fact  that  this  field  is  not 
now  protected  by  an  exclusive  contract  fb  r  the  supply  of 
gas  to  Calgary  and  that  there  is  a  possibility  of  the  supply 
of  gas  to  Calgary  being  shared  between  this  field  and  some 
other  field  in  the  future.  If  so,  there  may  be  an  additional 
risk  element  come  into  the  picture.  Now  I  feel  that  this 
merits  some  consideration  at  this  time  but  should  not  be 
given  effect  to  necessarily  at  this  time.  If,  as  and  when 
such  a  circumstance  arises,  then  some  consideration  should 
be  given  to  the  fact  that  the  investment  maybe  has  a 

r 

very  much  longer,  extended  life  as  a  result  thereof.  Now 
that  might  react  both  ways.  It  might  react  to  increase  the 
risk  and  it  might  react  to  take  away  some  of  the  .risk  and 
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at  the  same  time  allow  the  money  to  be  invested  for  a  longer 
period  and  in  the  net  result  the  investor  would  not  suffer. 
That  is  all  I  have  to  say  with  regard  to  rate  o'f  return. 

Now,  sir,  I  come  to  the  British  American 


r at e  b  ase . 


SUBMISSION  WITH  RESPECT  TO 
BRITISH  AMERICA  RATE  BASE 
NOW  MARKED  EXHIBIT  187. 

Now,  sir,  if  you  will  refer  to  Exhibit  187 
on  the  first  page,  I  have  set  out  my  calculation  of  the 
investment  as  of  January  1st,  1945  that  I  would  recommend  the 
Board  should  adopt  f  o  r  t  he  installations  in  place  in  the 
British  American  area  at  the  time  regulation  became  effective. 
Now  I  deal  with  the  high  pressure  lines,  taking  as  my  starting 
point  Reproduction  Cost  New,  as  contained  in  Exhibit  133  at 
page  3.  Now  this  was  the  exhibit,  Mr.  Chairman,  filed  by 
Mr.  J.onellan,  containing  an  adjustment  of  British  American 
installations  on  the  inventory  made  by  Mr.  Teis  but  reduced 
to  unit  cost  on  the  basis  used  b  y  Mr.  Hill  in  the  Madison 
area.  I  read  the  second  to  the  last  column  on  page  3  of 
this  Sxhibi  t  to  give  the  Total  Reproduction  Cost  New  of  the 
pipes  and  installations  connected  therewith  at  §113,403.60. 

MR.  HARVIE:  What  page  is  that? 

MR.  McDONALD:  Page  3  of  Exhibit  13  3.  Then  the 

reproduction  cost  new  of  meters  is  §9,828.  to  which  I  have 
added  installation  cost  as  cited,  $573.  And  then  the  full 
allowance  for  rights  of  way,  $2554. 

THE  CHAIRMAN:  That  installation  charge  refers  only  to 

meters,  I  suppose? 

MR,  MCDONALD:  Just  meters,  yes.  The  lines  are  a 

composite  charge,  the  cost  of  laying  and  so  on  is  there. 


( 
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That  is  undepreciated.  I  therefore  in  accordan  ce  wi  th  my 
submission  in  regard  to  the  Madison  rate  base  have  taken 
the  accrued  depreciation  on  a  throughput  basis,  adopting  the 
calculation  used  by  Mr.  Hamilton  in  WH-16  in  his  Exhibit  124, 
and  the  amount  is  31.64$. 


(Go  to  page  70  27) 
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Now  I  repeat  again  that  if  there  is  any  > 
manifest  error  in  the  calculations  by  Mr.  Hamilton  I  would 
see  it  applied,  that  there  was  an  adjustment  made  and  applied 
to  this  calculation. 

Now  I  then  have  allowed  a  return  with 
regard  to  overhead  at  9 fot  being  a  similar  return  to  that 
allowed  in  the  Madison  rate  base. 

Then  I  make  an  allowance  for  going  value 
on  the  same  terms  and  for  the  same  reasons  which  I  allowed 
10fo  in  the  Madison  case. 

We  do  not  have  the  same  evidence  as  to 
the  maintenance  of  this  system,  that  Mr.  Hill  gave,  and  that 
Mr.  Stevens-G-uille  gave, but  I  feel  that  Mr.  Teis,  on  his 
inspection,  during  his  inspection,  gained  a  fair  knowledge 
of  the  matter  and  he  was  unqualified  in  his  statement  that 
the  equipment  was  fairly  well  maintained  and  that  it  was 
justified,  and  on  that  I  feel  justified  in  suggesting  an 
allowance  for  going  value. 

That  gives  us  then  for  the  high  pressure 
line,  a  total  of  $103,568.00. 

Now  when  I  come  to  the  watering  system 
I  find  some  difficulty  because  of  the  fact  that  a  great  deal 
of  evidence  was  not  led  with  regard  to  this  particular  item, 
but  referring  to  Page  8  of  Exhibit  133  I  calculate  that  the 
unit  comprising  the  water  system,  if  valued  at  cost  on  Mr. 
Hill’s  basis,  would  amount  to  $13,964.00.  I  find  Mr.  HillTs 
allowance  for  laying  the  pipe  amounts  to  $7,254.00. 

Then  I  return  to,  I  think  it  is  102(b) 
and  I  find  the  only  other  item  of  equipment  that  is  not  com¬ 
prised  in  the  pipe  is  a  pump,  described  as  a  mud  hog  pump, 
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which  Mr.  Teis  or  the  Company  valued  at  $517.00  and  I  include 
that  at  its  face  value. 

Now  I  find  that  on  the  basis  of  accrued 
depreciation  throughput  Mr.  Hamilton,  in  WH  16,  finds  the 
amotmt  of  depreciation  to  be  43.63$.  That  I  believe  follows 
from  the  fact  that  the  water  system  was  placed  in  use  before 
a  great  deal  of  the  pipe  which  is  included  in  the  high  press¬ 
ure  lines  and  on  thj  weight  or  average  of  the  depreciation 
there  is  a  differential  of  12$. 

I  made  an  allowance  for  overhead  again  at 
9$  and  an  allowance  for  going  value  of  10$,  making  a  total 
value  of  $14,690.00. 

Now  for  the  new  installations,  I  have 
arrived  at  an  adjusted  cost,  and  I  will  first  outline  it,  Mr. 
Chairman,  and  then  deal  with  the  reasons  why  I  make  the  adjust 
ment  • 

On  Page  2  of  Exhibit  187  I  set  out  in  the 
first  column  the  costs>  as  I  gathered  them  from  Exhibit  102(b), 
and  the  total  is  $787,208.00. 

I  find  that  subsequent  to  the  filing  of 
that  Exhibit  an  item  of  a  fuel  scrubber  had  been  added,  making 
the  total  of  eighteen  thousand  dollars  odd,  $800,798.00. 

Now  I  have  adjusted  the  $800,798.00  on  the 
basis  of  a  fraction  of  663  over  786.  You  will  note  in  my 
fraction  I  have  omitted  the  use  of  the  fuel  scrubber,  which 
for  some  reason  I  missed  until  my  calculations  were  completed. 
MR.  HARVIE:  Why  do  you  use  663  instead  of  664? 

MR.  MCDONALD:  That  is  a  question  which  I  will  now  deal 

with. 


I  found,  Mr.  Chairman, 


I  do  not  remember 
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the  Exhibit  number  but  I  did  file  an  Exhibit,  Mr.  Chairman,  to 
set  up  the  differential  or  difference  between  the  actual  costs 
as  completed  of  the  British  American  installation  as  compared 
with  the  original  estimate  given  to  the  Board  in  March  and 
April  1944. 

Now  just  to  run  over  the  calculation  at 
the  bottom  of  page  2,  I  set  up  the  total  cost  of  $786,559.00. 
The  original  cost  is  estimated,  according  to  Exhibit  102  (d) 
as  $480,681.00. 

The  additions  which  were  approved  by 
Board  order  amount  to  $44,885.00. 

The  use  or  expenditure  for  labour  on  the 
contract  of  the  Gentry  organization,  increased  the  labour  cost 
by  $77,263.00. 

Giving  the  net,  actual  cost  as  authorized, 

I  submit,  directly  authorized  at  least  by  Board  order  as 
$602,830.00. 

I  have  added  an  allowance  for  overhead  and 
administration  and  incidentals  of  10J&  on  $602,830.00,  which  is 
the  adjusted  cost  as  shown  in  the  second  column  of  the  part  of 
Page  2. 

Subsequent  to  that  I  have  added  the  fuel 
scrubber  but  in  making  my  adjustment  I  used  the  figures  663 
over  786. 

This  means,  sir,  that  I  have  disregarded 
what  I  may  term,  "excess  costs  of  $123,447.00". 

THE  CHAIRMAN:  Mr.  McDonald,  you  have  here  original  cost 

four  hundred  and  eighty  thousand  odd. 

DIR.  MCDONALD:  Yes. 


THE  CHAIRMAN: 


Does  that  include  the  laying  of  the  lines 
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which  wer q  in  fact  laid  by  Gentry,  and  if  so  that  should  be 


deducted. 

MR.  MCDONALD: 

♦ 

No,  yes,  that  includes,  sir,  the  laying 

of  the  lines  as  estimated  by  Mr.  McCutcheon,  but  the  seventy- 
seven  thousand  dollars  is  the  original  cost  arising  out  of 
employing  the  Gentry  labour. 

THE  CHAIRMAN:  That  is  not  the  amount  of  the  Gentry  con¬ 

tract,  it  is  only  the  additional  cost. 


MR.  MCDONALD: 

The  additional  cost. 

THE  CHAIRMAN: 

I  see. 

MR.  MCDONALD: 

That  is  my  understanding  of  Exhibit  102  { d ) 

which  was  filed  by  Mr.  Donellan. 


THE  CHAIRMAN : 

* 

What  was  estimated,  that  was  filed  in  May 

1944  -  - 

MR.  MCDONALD: 

$480,681.00. 

THE  CHAIRMAN: 

That  was  Mr.  McCutcheon’ s  estimate  ? 

MR.  MCDONALD: 

That  was  Mr.  McCutcheon’ s  estimate  and 

then  the  Board  subsequently  authorized  $44, 885.00. 


MR.  HARVIE: 

I  think  that  was  not  in  May. 

THE  CHAIRMAN: 

Whenever  the  enquiry  opened  first  and  the 

date  of  the  filing  of  the  Exhibit. 


MR.  MCDONALD: 

Yes. 

* 

Now  I  might  explain,  sir,  that  Mr.  Donellan 

submitted  an  analysis  of  the  excess  cost. 

I  think  I  should  make  it  clear  that  I  have 

no  hesitation  whatever  in  agreeing  that  the  full  amount  of 

$800,798.00  was  spent  by  the  British  American  on  the  undertaking 

hut  I  should  point  out  that  that  sum  includes  an  allowance  for 
and 

overhead, /an  allowance  for  interest,  with  which  I  am  not 


specifically  in  agreement,  but  I  do  not  question  that  the  full 
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amount  was  expended  and  it  is  not  for  that  reason  at  all  that 
I  am  suggesting  the  adjustment  which  I  have  set  out  in  this. 

Now  in  coming  to  analyze  the  excess  cost, 

Mr.  McCutoheon  or  Mr.  Ponellan  filed  Exhibit  10S  (d)  and  at 
Page  42,  or  rather  at  page  3260  of  Volume  42,  he  analyzes  his 
submission  to  show,  sir,  that  comparing  the  original  investment, 
the  original  estimate  of  four  hundred  and  eighty  thousand 
dollars  plus  fourty-four  thousand,  in  other  words  five  hundred 
and  thirty-five  thousand  dollars,  there  was  expended  for 
increased  cost  of  pipe,  $50,520,00,  9.61$; 

Increased  cost  of  labour 

under  the  Gentry  contract  77,263iOC,  14.71$; 

Increased  cost  of  fittings 

due  to  the  fact  that  larger 

pipe  was  used,  23,00Q.00,  4.4$; 

Installation  of  heaters  21,000.00, 

Rights  of  way  586.00, 


4.1/0; 
•  i/>$ 


Increased  cost  of  compress¬ 
ors  and  stations  78,173.00,  14.8$; 


Miscellaneous  items  9, §30. 00,  l. 

The  total,  sir,  is  $260,177.00,  or  an  increase  on  the 

original  estimate  of  49.63$. 

And  in  that  increase,  I  might  point  out, 
there  was  an  administration  expense  of  $68,183.00  and  interest 
on  capital  during  construction  pf  $28,836.00,  amounting  to 
$97,719.00,  which  Mr.  McCutcheon  it  appears  failed  wholly  to 
take  into  acoount,  so  that  of  my  differential  of  $123,448.00, 
$97,719.00,  it  can  be  said*  is  the  indirect  cost  of  adminis¬ 
tration  and  interest,  leaving  the  balance  of  some  twenty-six 
thousand  dollars  actually  disbursed  money,  a  part  of  tho  direct 
charges  which  I  have  failed  to  allow  the  company  in  my  adjust¬ 
ment. 
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Now,  sir  in  coming  to  the  reasons  as  to  why  I  suggest  that  the 
Board  deal  somewhat  along  these  lines  with  this  particular 
undertaking.  I  submit,  sir,  that  a  review  of  the  evidence 
given  by  Mr.  McCutchin  when  introducing  the  original  present¬ 
ation  of  the  estimates  of  the  British  American  Company  would 
convince  any  Board  that  the  estimates  were  given  in  good  faith 
by  Mr.  McCutohinr  in  which  he  sincerely  believed  himself  and 
in  which  he  fully  expected  the  Board  to  believe;  which  he 
fully  expected  the  Board  to  adopt  and  with  a  reasonable  leeway 
for  errors  and  omissions  which  I  state  he  undertook  the 
estimates  would  cover  the  cost  of  the  installations.  I  do 
not  for  a  minute  suggest  there  was  anything  in  the  nature  of 
making  an  attempt  to  make  a  lower  estimate  or  to  induce  the 
Board  to  accept  such.  I  think  he  took  everything  inta  account 
that  was  necessary. 

At  Page  232  and  up  to  page  237  in  Volume  4 
Mr.  Me  Cut  chd:i  was  examined  at  length  by  Mr.  Steer.  As  I  read 
his  evidence  he  stated  the  cost  per  MCF  for  delivering  the 
gas  at  the  scrubbing  plant  of  the  Madison  Company  would  be 
6-J-  cents  per  MCF.  At  prevailing  prices  this  would  leave  1J- 
cents  for  scrubbing  and  in  payment  to  producers.  Now  you 
will  recall  Mr.  Chairman  at  that  stage  Mr.  McCutchin  was 
dealing  with  figures  which  he  based  on  a  five  year  amortization 
scheme.  On  the  basis  of  a  ten  year  amortization  the  per  MCF 
cost  would  be  reduced,  Mr.  McCutchin  .  alleged  to  about  5-^$. 

The  actual  figure  I  have  in  my  not, as  and  I  did  not  check  it  on 
the  record  is  (3 .44  per  MCF. 

Now,  sir,  after  making  the  allowances  which 
I  have  made  and  as  it  were  penalized  the  British  American  to 
the  extent  #f  approximately  $123,000.00,  the  per  MCF  cost  on 
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my  calculations  are  7.86  cents.  Cn  the  Company1 s  calculations 
they  are  8.980  cents,  that  is  without  the  penalty  of  $123,000.00 
being  deducted  and  the  difference  also  of  the  different  rate  of 
return. 

THE  CHAIRMAN:  And  that  of  course  is  charging  off  all  the 

low  pressure  gathering  system  to  the  low  pressure  compressor 
into  the  rate  base  to  be  amortized  by  the  consumer  in  Calgary  ? 
MR.  MCDONALD:  In  my  case  I  have  a  considerably  more 

liberal  attitude  than  the  submission  filed  by  the  Company 
yesterday.  My  figure  of  8.980  cents  is  based  on  $248,000.00 
cost  to  the  market  in  1945,  plus  a  repressuring  charge  of 
$33,000.00  being  apportioned  to  the  market  by  taking  into 
account  those  deductions  which  Mr.  Donellan  wrote  out  yesterday 
and  which  are  in  fact  in  their  submission  regarding  the  low 
pressure  system,  but  my  figure  of  ‘7.86  cents  is  based  on  my 
7 $  rate  of  return.  My  rate  base  with  $123,000.00  deducted  and 
on  a  considerably  more  liberal  allocation  of  the  costs  as 
between  the  plant  and  the  consumer. 

MR.  HARVIE;  Is  that  for  the  year  1945  or  the  ten  year 

period  ? 

MR.  MCDONALD:  That  is  for  1945.  I  might  have  used  the 

ten  year  period  when  I  spoke  of  it  a  moment  ago. 

that 

MR.  HARVIE:  Would  you  give/to  me  again  ? 

MR.  MCDONALD:  On  the  1945  basis,  on  the  basis  of  my 

submission  186,  the  MCE  costs  are  7.86  cents.  On  the  basis 
of  the  submission  made  by  the  British  American  yesterday,  that 
is  adding  together  $248,000.00  approximately  charged  to  the 
market  and  $32,000.00  allocated  to  repressuring,  the  costs 
are  8.980  cents  per  MCF.  I  use  as  my  denominator  the  scrubbing 
sales  figure  of  3,129,000  MCF. 
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MR.  CHAMBERS:  Mr.  McDonald,  as  I  understand  it  you  are 

depreciating  everything  on  a  10$  for  ten  years  ? 

MR.  MCDONALD:  Oh  yes,  I  have  not  yet  come  to  the  operat¬ 

ing  statement.  My  submission  is  on  the  basis  of  ten  years 
straight  line  depreciation. 

Now,  sir,  this  is  a  difficult  subject  and 
it  is  hard  to  come  to  a  conclusion  in  regard  to  it.  I  would 
ref er .however , the  Board  to  Mr.  Harvie’s  statement  to  the  Board 
at  Page  154,  Volume  3  of  the  record  and  I  mention  this  for  two 
reasons.  First,  to  establish  the  bona  fide  nature  of  the 
officials  of  the  British  American  Company  at  the  time.  They 
were  definitely  sure  their  scheme  would  come  within  the  limits 
et  costs  which  they  had  outlined  to  the  Board,  and  secondly, 
to  indicate  that  they  were  so  sure  of  their  position  that  they 
were  willing  to  accept  a  fair  measure  of  responsibility  in  the 
event  there  should  be  an  error  or  omission. 

Mr.  Harvie  stated  at  Page  154,  Volume  3;- 
"However  we  have  confidence  that  the  price  this  Board  • 
will  set  will  be  a  fair  one  for  scrubbing,  and  on  that 
basis  we  are  prepared  to  go  ahead  with  our  entire  sub¬ 
mission  at  once,  on  the  basis  that  we  will  accept  the 
7|  cents  for  our  gas  on  the  down  stream  side  of  the 
Royalite  scrubbing  plant.  We  will  pay  the  Royalite 
or  the  thon  owner  of  the  scrubbing  plant  the  cost 
that  this  Board  sets  for  scrubbing.  We  will  then 
make  our  own  arrangements.  We  will  then  do  one  of 
two  things.  We  will  abide  by  any  direction  of  the 
Board  as  to  the  distribution  of  the  remaining  amount 
if  they  so  direct,  or  alternatively  we  will  make  our 
own  arrangements  with  those  affected  which  would  be 
the  producers.” 
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And  I  should  continue  to  the  end  of  the 

paragraph: - 

,!And  in  most  of  the  cases  we  already  have  made  arrange¬ 
ments  under  contract  that  will  fit  into  that  scheme. 

In  those  cases  where  we  have  no  contract  they  will 
either  be  left  out  of  the  scheme  or  make  some  new 
arrangement.  We  are  prepared  to  take  that  risk.1’ 

The  important  words  I  think,  Mr.  Chairman, 
so  far  as  the  producers  are  concerned  are  those  ”we  will  abide 
by  any  direction  of  the  Board  as  to  the  distribution  of  the 
remaining  amount  if  they  so  direct.” 

In  other  words  this  position  of  the  entire 
matter  rests  with  the  Board. 

MR.  HARVIE:  That  is  the  remaining  amount  ? 

MR.  MCDONALD:  Yes,  the  remaining  amount  means  the  differ¬ 

ence  between  the  scrubbing  price  and  the  amount  that  should  be 
allowed  on  the  7j  cents  in  that  specific  instance,  but  I  would 
take  that  to  apply  to  future  years  between  the  price  at  the 
scrubbing  plant  less  scrubbing  costs. 

Now  Mr.  Tonellan  was  examined  at  Page 
3275,  Volume  42.  I  will  read,  sir,  the  discussion  at  that 
point.  He  was  being  examined  by  you  Mr.  Chairman. 

’’THE  CHAIRMAN:  The  24th  of  March.  The  Board  held  a  meet¬ 
ing  on  the  29th  of  March  at  which  all  parties  were  invited 
to  submit  proposals,  and  your  proposal  was  duly  submitted 
and  Mr.  McCutchin  gave  it  to  us  on  the  1st  of  April  ani. 

Oil  the  11th  of  May  Mr.  McCutchin  gave  his  evidence.  Now, 
if  I  appreciate  all  that  you  have  said,  the  position  of 
this  Board,  which  mate  an  order  predicated  upon  three 
things,  one  of  which  you  are  willing  to  eliminate  from 
your  rate  base,  with  the  other  two  remaining,  Mr.  McCutchin 
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makes  an  appraisal  and  all  these  things  flow  from  those 
estimates.  Now,  we  are  in  the  position  if  we  accept 
your  figures  which  on  the  face  of  it  appear  to  be,  in 
my  opinion  beyond  reason,  what  are  we  to  do  ?  Are  we 
to  pass  on  to  the  public  the  results  of  that,  or  are 
we  going  to  say  to  your  company  "You  have  made  a  mistake 
in  some  places  and  you  should  write  off  your  mistakes  in 
the  same  way."  Just  in  the  same  way  as  when  I  buy  stock 
on  the  market  and  it  goes  down  the  next  day,  I  take  my 
loss.  That  is  one  of  my  hazards.  I  am  looking  for 
guidance,  Mr.  Donellan,  I  am  not  quarrelling  with  you. 

A-If  that  was  the  BoardTs  decision  that  would  be  implemented. 

^  Q,  -Would  you  smile  as  cheerfully  as  you  are  now  if  that  were 

so  ? 

A  -No,  I  would  get  busy  with  my  pencil." 

Now  throughout  his  evidence,  Mr.  Donellan 
also  stated  that  the  submissions  that  had  been  made  by  Mr. 

Mo  Cutchin  had  been  submitted  to  Head  Office  of  the  British 
American  Company  and  had  been  approved  and  undoubtedly  were 
the  submissions  of  the  Company. 

MR.  HARVIE:  I  wonder,  Mr.  McDonald,  if  you  would  give 

me  the  page  in  that  Volume  again  ? 

®  MR,  MCDONALD:  The  last  one  was  3275,  Volume  42. 

Now,  sir,  the  problem  since  I  have  intro¬ 
duced  the  subject,  I  presume  and  I  feel  in  this  case  I  should 
make  this  plain,  that  in  the  extract  I  have  just  read, when  you, 
Mr.  Chairman,  referred  to,  should  this  case  be  passed  on  to  the 
public,  I  feel  that  the  producers  are  to  be  associated  with  the 
consumers  as  the  public  referred  to  therein. 
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I  was  not  thinking  of  your  producers  when 

I  asked  the ■ quest  ion. 

MR.  MCDONALD:  I  was  afraid  you  were  not.  That  is  why  I 

mention  it  now. 


MR.  F2NERTY: 

You  waited  a  long  time  for  this. 

MR.  STEER: 

Your  producers  endorsed  the  construction 

MR,  MCDONALD: 

There  is  no  doubt  about  that  and  that  is 

why  I  am  dealing  with  it  now.  The  problem  is,  should  the 
entire  cost  be  allowed  or  should  some  adjustment  be  made. 


(  G-o  to  Page  7038  ) 
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Now,  I  feel  and  I  can  say  that 

those  producers  in  the  most  part  who  were  associated  with  me, 
and  instructed  me  to  support  the  British  American  application, 
feel  that  the  Board  oan  say  to  the  British  American  Company, 
nWhen  you  submitted  the  material  upon  which  Order  No*  1  was 
granted  by  this  Board,  that  material  indicated  that  the 
cost  inourred  in  the  work  to  be  done  and  authorized  by  the 
Board  would  be  within  an  economic  range  and  the  Board  was 
justified  in  granting  the  Order  for  which  you  asked  and  which 
the  Board  was  reluctant  to  grant.  On  the  other  hand  the 
costs  amount  to  a  figure  which,  if  adopted  by  the  Board,  and 
a  rate  of  return  of  ifo  net  allowed,  make  the  operation  of 
the  utility  uneconomic  from  the  viewpoint  of  the  consumer 
and  the  producer  *,! 

Nov/,  if  the  Board  should  adopt  this 
attitude,  for  the  reasons  which  I  have  mentioned,  or  for  any 
other  reasons  which  appear  reasonable  to  it,  then  the  question 
arises  wha t  adjustment  should  be  made  in  the  amount  of  the 
rate  base.  Nov/,  in  making  my  adjustments  in  the  manner  I 
did,  I  did  not  make  them  with  the  intention  that  that  was  the 
only  method  of  approaching  it .  I  made  the  adjustment 
more  for  the  purpose  of  arriving  at  some  reasonable  figure 
or,  at  least,  which  I  felt  was  a  reasonable  figure,  and  on 
which  I  could  make  representations  to  the  Board  for  comparative 
purposes,  not  only  in  regard  to  this  problem,  but  in  regard 
to  the  entire  problem  of  getting  the  South  End  gas  to  the 
market  at  a  reasonable  cost* 

Now,  I  submit  that  the  Board  has  a 

numb er  of  choices: 


First,  to  adopt  an  arbitrary  calcul¬ 
ation  somewhat  in  line  with  the  submission  I  have  made,  that 
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is,  make  some  allowance  for  excess  costs  and  add  an  allowance 
of  10^5  for  overhead  on  zhe  over-all  amount  thus  arrived  at. 

I  feel  that  an  allowance  of  10^  overhead  would  be  justified 
under  all  the  circumstances,  and  that  that  is  a  fair  allowance 
with  respect  to  error  and  omission  whi ch  would  be  granted  in 
any  event  without  question  by  the  Board. 

Now,  secondly,  the  Board  can  a  How 
actual  costs  of  installations  and  disallow  overhead  and 
interest  as  claimed  on  the  basis  that  there  was  an  error  in 
the  engineering  and  administration  which  does  not  warrant 
the  capitalizing  of  an  allowance  of  such  cost.  In  other 
words,  assess  the  costs  somewhat  on  the  basis  on  which  they 
were  made,  if  any. 

Now,  the  third  approach  the  Board 
can  make,  is  to  make  an  allowance  for  salvage  and  allow  the 
recovery  by  the  British  American  Company  of  only  a  proportion 
of  the  investment,  though  allowing  a  reasonable  rate  of  return 
on  the  entire  investment  as  fixed  by  the  Board  without  regard 
to  the  excess  costs  I  have  mentioned. 

It  appears  to  me  that  this  approach 
is  worthy  of  consideration  if  ten  years1  amortization  is 
allowed*  The  ovidonce  in  the  Hearing  generally  indicates 
that  there  will  be  in  the  neighbourhood  of  5v/o  salvage  per 
line  pipe,  and  indicates  that  the  life  of  compressing  units 
of  a  quality  and  nature  installed  by  the  British  American, 
will  far  exceed  ten  years.  The  salvage  value  of  from  2 5fo 
to  40^  may  not  be  out  of  line. 

Now,  fourthly,  the  Board  may  determine 
that  a  fair  rate  of  return  to  the  British  American  Company  is 
7c/o  net,  and  then  make  a  reduction  to  a  figure  of  say  5$,  which 
will,  over  ten  years,  take  care  of  the  extra  costs  of  the 
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installation. 

THE  CHAIRMAN:  Are  these  alternatives? 

UR.  HcDONALD :  Oh  y  s,  Mr* Chairman,  I  am  not  sug¬ 

gesting  they  should  all  be  adopted. 

MR.HARVIE:  I  think  there  is  one  there  that  we 

will  accept. 

MR.  McDONALD:  No,  I  am  suggesting  these  for  the 

consideration  of  the  Board.  I  am  only  going  to  be  a  prosecutor, 
sir,  I  am  not  going  to  be  the  judge. 

In  making  these  submissions,  I  do  not 
want  to  be  understood  as  saying  that  the  producers  are  not  now 
receiving  and  will  receive,  and  I  refer  to  the  producers  in 
the  South  End,  I  do  not  want  to  be  understood  as  saying  that 
the  producers  are  not  now  receiving  and  will  receive  in  tho 
future  a  very  substantial  return  on  account  of  low  pressure 
gas  being  picked  up  and  high  pressure  gas  being  sold  over  an 
extended  term  of  years. 

MR.HARVIE:  Mr.  McDonald,  I  must  have  missed 

what  you  said  there.  Will  you  repeat  that? 

MR.  McDONALD:  Yes.  In  making  these  submissions  I 

do  not  want  to  be  understood  as  saying  that  the  producers 
are  not  now  receiving  and  will  receive  in  the  future  a  very 
substantial  return  on  account  of  low  pressure  gas  being 
picked  up  and  high  pressure  gas  being  sold  over  an  extended 
term  of  years . 

In  other  words,  Ur.  Chairman,  the 
units  installed  are  doing  the  job  for  which  they  were  installed, 
and,  as  a  result,  producers  are  obtaining  what  the  British 
American  Company  told  thorn  they  would  obtain  when  the  represen¬ 
tations  were  mado. 


On  tho  other  hand,  I  want  to  emphasize 
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that  a  number  of  the  producers  unhesitatingly  endorsed  the 
British  American  proposal,  favoured  the  picking  up  of  low 
pressure  gas  at  the  economic  prices  indicated  by  the  British 
American  submission.  I  want  to  point  out  that  the  Madison 
nAn  scheme  contained  provisions  which,  in  a  large  measure, 
would  have  picked  up  a  great  deal  of  the  low  pressure  gas 
in  the  South  End  for  many  years,  true,  not  below  55  to  60 
pounds  operating  pressure.  I  am  going  to  state  now  that  in 
view  of  the  British  American  submission,  1,  acting  ior  my  own 
company,  did  not  investigate  as  fully  as  1  might  have,  the 
merits  of  the  proposals  by  the  liadison  Company  for  dealing 
with  low  pressure  gas  in  the  British  American  area.  And  I 
mean  low  pressure  gas  there  not  below  50  pounds. 

In  other  words,  Sir,  the  proposal 
submitted  by  the  British  American  Company  was  based  on  costs 
and  indicated  a  range  of  prices  which  made  it  entirely 
feasible  for  the  Board  to  proceed  as  it  did,  and  made  it 
entirely  feasible  for  the  producers  to  willingly  aocept  the 
advantages  offered  and  to  use  their  pressure  and  weight  with 
the  Board  to  have  the  installations  authorized. 

Now,  Sir,  that  is  all  I  have  with 
regard  to  that  point.  I  would  like  now  to  spend  a  minute  or 
so,  Sir,  explaining  Exhibit  187. 

Now,  Sir,  the  third  sheet  showing 
the  calculations  of  operating  costs  I  have  adopted  for  the 
year  1945,  and  direct  operating  costs,  shown  in  the  Exhibit 
filed  by  the  Company  outlinign  operations  for  1945,  that  is, 
Exhibit  164.  I  then  have  also  adopted  the  administration  and 
general  charges  as  set  out  in  that  exhibit  for  the  year  1945. 
I  calculated  depreciation  at  the  adjusted  rate  base,  allowing 
10 fo  on  a  straight  line  basis  per  year.  I  have  calculate 
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the  return  on  capital  at  the  rate  of  11.666^.  I  have  included 
the  fuel  gas  scrubber  and  have  allocated  the  costs  on  the 
same  proportions  as  in  1945,  and  allocated  by  the  Company. 

The  figures  are  not  identical,  but  I  have  used  the  same  pro¬ 
portions.  I  have  carried  them  up  to  the  low  pressure 
compressor  and  the  high-pressure  compressor.  The  water  system 
I  have  used  25/o  of  the  costs  and  have  adopted  a  proportionate 
dharge  of  a  similar  value  to  the  Company. 

MB.  CHAMBERS:  Pardon  me ,  Mr.  McDonald,  t.  am  asking 

this  just  as  matter  of  interest  and  information,  why  did  you 
use  10  years  for  the  transmission  lines,  when  one-third  of  the 
gas  will  go  through  it  after  the  10  year  period.  I  am 
only  lo  .king  for  information. 

MR*  McDONALD:  The  answer  to  that,  Mr. Chairman, 

is  that  I  adopted  in  fairness  to  the  British  American  Company 
a  liberal  attitude  with  regard  to  depreciation.  I  did  not 
have  before  me  the  figures  which  are  contained  in  the 
exhibit  filed  yesterday,  Exhibit  185,  and  I  do  intend  to  make 
submissions  based  on  that.  This  indicates,  Mr*  Chairman, 
with  regard  to  depreciation,  that  the  residue  gas  to  market 
will  be  25  billion  odd  and  the  residue  gas  repressured  will  be 
12  billion.  No w,  we  know  for  certain  that  the  12  billion 
will  go  through  the  transmission  lines  and,  in  addition  to 
that,  the  balance  of  the  recoverable  gas  in  the  area  which, 
on  a  rough  calculation,  will  be  five  or  six  billion  feet  more. 
And  I  would  like,  after  further  consideration,  to  suggest 
some  alteration  to  the  depreciation  charges  as  set  down  here 
and  as  set  out  by  the  Company. 

Now  with  regard  to  1946:.... 

THE  CHAIRMAN:  Before  you  leave  that,  Mr.  McDonald, 

how  do  you  allocate  your-  low  pressure  compressor  costs, 


< 


} 


i 


H-4-6 


Argument  by  Mr  *  McDonald. 

-  7043  - 

from  §115,590.00  to  §49,862.00? 


MR.  MCDONALD: 

Well  that,  Sir,  is  a  fairly  long 

story  how  I  do  it . 


THE  CHAIRMAN: 

How  would  you  like  to  tell  it  to 

me  on  Monday  morning? 


mr.  McDonald  : 

That  is  what  I  had  in  mind,  Sir. 

MR .HARVXB : 

Do  we  have  to  wait  until  then? 

MR.  MCDONALD: 

I  have  them  calculated,  Sir.  I 

might,  Sir,  file  this  by  way  of  an  exhibit. 


THE  CHAIRMAN: 

All  right . 

HR.  STEER: 

BRITISH  AMERICAN  UTILITIES  LIMITED 
ALLOCATION  OF  GATHERING  COSTS  1945 
STATEMENT  MARKED  EXHIBIT  188. 

Could  I  have  a  copy  of  that? 

mr.  McDonald: 

Yes . 

THE  CHAIRMAN: 

We  will  now  adjourn  until  10  oTclock 

Monday  morning. 

(The  Hearing  was  then  adjourned  until  10.00  A.M.,  Monday, 
June  17th,  1946). 
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